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President Coolidge in his plea for “tax reform” upon signing the revenue 
bill precipitated what promises during the presidential campaign to be a m Cc 
bitter controversy over taxation policies. 
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Republican Tax Legislation—An 
Economic Review and Forecast 


By WILLIAM KrxMILLer 


OUR years ago the writer ventured the state- 

ment that no matter what party won the presi- 

dential campaign of that time, the winners 
would not be able to pass a satisfactory tax law; 
that owing to the unprecedented sums which must 
be taken out of the voters’ pockets, no law levying 
such huge amounts would be accepted in good 
grace. Dissatisfaction was inherent in the very 
nature of the case. And especially was this true 
since taxes had become and would inevitably 
remain the football of politics. 


The Revenue Law of 1921 was enacted and no- 
body liked it, not even those who were its sponsors. 
There were agitations for revisions before Presi- 
dent Harding’s signature was placed on the bill. 
In 1923, a number of important and commendable 
administrative amendments were enacted. A good 
plan was hit upon at that time of considering only 
specific items and sections of the law, that is, im- 
proving it bit by bit. This really is the only sound 
way of developing the law. Great Britain follows 
this method. There should be created a permanent 
drafting bureau or commission for the consideration 
of tax laws only and this bureau should from time 
to time submit recommendations for enactment in- 
to law. 


When Congress convened last December, Secre- 
tary Mellon submitted a comprehensive plan for tax 
rate reduction and improvements in administration. 
This plan represented excellent work on the part of 
Mr. A. W. Gregg and other members of Mr. Mel- 
lon’s staff. This excellent “Mellon bill” came out of 
Congress a hybrid. We venture to say that the 
authors could hardly recognize their own handi- 
work. They must have shed many a tear as they 
witnessed the tortures committed upon the poor 
thing during six months of Congressional sittings. 

The law as finally enacted was a typical com- 
promise measure, deleted and depleted by politics. 
This is not said in any sense of reproach or captious 
criticism. Facts only, are being stated. Not even 
the most commendable features of the Mellon bill, 


those having to do with administration were 
left unsullied. It would seem that those excellent 
administrative sections could have been adopted 
without seriously affecting the politics of the situ- 
ation. Fortunately, nearly all of the objectionable 
charges, of the many that were inserted in the House 
and Senate, were eliminated by the Conference Com- 
mittee before the bill became law. 


The approval of President Coolidge was a fore- 
gone conclusion the moment the Conference Report 
was finally agreed upon by both Houses. After all, 
it brought about substantially what the voters want- 
ed—tax rate reduction. The bad features of the 
Conference Report were not such as would make 
good political capital. 


Opposition to Estate Tax 


Everyone, without exception, favors the repeal 
and reduction of excise taxes. The increase in 
estate taxes however does not have unanimous 
indorsement. The Federal Government is now run- 
ning in strong competition directly with the various 
state governments, practically all of which levy 
heavy estate or inheritance taxes. The tendency 
is everywhere to increase these rates. There is 
sound argument for the statement that in order to 
avoid destructive conflict, this source of revenue 
should be left to the states. There is now great 
confusion arising out of the conflict of laws between 
the states and the increase of the federal rates adds 
to this dilemma. This subject of estate and inheri- 
tance tax laws alone requires vast and exhaustive 
study on the part of the nation’s best tax authorities. 


The new gift tax is entirely an uncertain quan- 
tity. First impression is that it will not have any 
appreciable effect upon the situation. Where out- 
right gifts would otherwise have been made it is 
probable that various forms of trust and annuities 
will now be created to avoid the tax. The admin- 
istration was very much opposed to the gift tax. 
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This cannot but have some effect upon the enforce- 
ment of the law. In its report the Senate Finance 
Committee said “this tax would be a further levy 
upon capital, would be entirely ineffective and 
would be impossible of effective administration.” 
What is the old adage about “a task is as impossible 
as you make it’’? 


Tax-exempt Issue Overdrawn 


The failure of Congress to submit a proposed 
constitutional amendment to the states permitting 
the Federal Government to tax income from tax 
exempt bonds was of no vital consequence. Even 
though such a measure had received the necessary 
votes in Congress, it would never have received the 
consent of a sufficient number of states to have 
made it effective. The state governments are never 
going to give up this great advantage. The dis- 
cussion on this point was always primarily aca- 
demic. In any event, it now appears that most of 
the agitation was much ado about nothing any- 
way. Actual statistics released by the Federal 
Trade Commission on June 20, only this week, show 
that most tax exempt bonds have been bought by 
people because of the inherent attractiveness of the 
bonds and that the tax exempt feature was only of 
secondary importance. Finally, the money put in 
tax exempt bonds has not been kept out of industry. 
It has gone into roads, school houses, bridges, parks 
and hospitals. It has gone into cement, steel, brick, 
lumber and construction labor. It was never locked 
up in the vaults of the rich, but is ever steadily 
working for the good of all the people. 


It is most unfortunate that Secretary Mellon’s 
plan for a Board of Tax Appeals was in any way 
altered. His plan would have enabled him to com- 
mand good men for the board. The salary of ten 
thousand per annum and the manner of appoint- 
ment would have been attractive. No doubt, the 
board as originally planned would have made a 
notable contribution to the administrative organ- 
ization. This, of course, is still possible, even though 
there has been the salary cut and politics now enter 
into the appointments. It is reported that one 
senator already has a string of fifty applicants from 
his jurisdiction, one of these being a very powerful 
man politically, an ex-postmaster whose contact 
with the subject of tax laws has not reached beyond 
the stage of having his local banker prepare his 
annual personal tax return. The Secretary may 
control the situation by a relentless scheme of civil 
service examination. The present Secretary has 
an immediate advantage in being able to make 
recess appointments. We understand it is the plan 
to have the new board function as soon as possible 
in order to clear up the congestion now existing in 
the department. 


That feature of the new law which makes the pro- 
ceedings open to the public is going to make it very 
difficult for the board to function with dispatch. It 
may have to formulate a code of procedure and 
practice. In fact the publicity feature alone may 
cause the board to fail completely for the time 
being. Every income tax expert who really knows 
his business and is asked to go on this board, solely 


July, 1924 


because of his ability, should lay aside private wel- 
fare, and should welcome this opportunity to serve. 
The Secretary needs men who will function in the 
same spirit as did the men who fought in the Great 
War. The right kind of men can make the board 
a success. 


The section of the law providing for limited pub- 
licity of tax returns has caused a great deal of 
resentment. It is possible that this feature may not 
be so objectionable later as it now appears. In the 
first place, it will obviously be helpful in the ad- 
ministration of the tax laws. And secondly, the 
argument has weight that, owing to our very com- 
plex economic life, the actual earnings of a corpora- 
tion or even of an individual, are matters affecting 
the public interest, meaning thereby that they in- 
fluence the general public welfare. If it will pro- 
mote more effective administration and is not used 
for other purposes this provision will be deemed 
sound. However, if it proves to be unsound it can 
quickly be repealed. 

The new statute introduces into our law a dis- 
tinction which has for many years been advocated, 
between income produced by personal efforts and 
that which results from the employment of capital 
or is derived from other sources, by allowing a 
credit or reduction in tax for “earned income.” 
Instead of representing a very substantial reduc- 
tion of the tax, as at first proposed, this credit has 
been so restricted in its application that it will or- 
dinarily amount to only a few dollars, the maximum 
under any circumstances .being’ $75. Therefore 
about all that can be said from an economic view- 
point is that the principle has been recognized that 
there should be this distinction between earned and 
so-called unearned income, but thus far the principle 
has been given a very limited effect. However, 
now that there has been an entering wedge, no 
doubt we will hear from this source again in future 
legislation. 


The tax rate reduction amounts to about $400,- 
000,000. Does this mean that in the future Con- 
gress will spend that much less money? Unfor- 
tunately it does not mean this at all. During the 
last session, Congress did not stint itself in spend- 
ing because there was a tax rate reduction ahead. 
Only the President was the watch dog of the Treas- 
ury. He vetoed the proposed increase in pensions 
to Civil War veterans and the proposed increase in 
salary to post office employees, thereby temporarily 
at least, saving almost $200,000,000 annually. 


But Congress did not and will not in the future 
feel cramped for lack of funds because of the fact 
that the taxpayers will pay annually about $400,- 
000,000 less in taxes. Then, you ask, what did 
happen? The answer is the Treasury has been pay- 
ing a billion dollars a year towards liquidation of 
the federal debt. A perfectly amazing and wonder- 
ful accomplishment. But now as a result of the 
bonus and tax rate reduction, debt liquidation will 
be reduced to a half billion dollars annually. This 
is not altogether good business. It is bad for a man 
not to pay his debts when he has the money. The 
longer he waits, the more he must pay in the long 

(Continued on page 217) 
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Partial Liquidations of Corporations 
—An Analysis 


By MIcHAEL Kurz* 


HE Treasury Department for many years has 

directed a good deal of its attention to dis- 

tributions by a corporation to its stockhold- 
ers. One phase of this subject has been growing 
rapidly in the importance assigned to it, namely, 
distributions in partial liquidation; and the depart- 
ment has been gradually formulating a policy in 
regard to such distributions which is given specific 
expression in the “Revenue Act of 1924.” 

Just what is a partial liquidation? It is simply a 
reduction of the capital invested in the business of 
a corporation by means of the distribution of assets 
to the stockholders in re- 
demption of shares held by 
them. The distribution may 
be a part payment on all the 
shares, or it may be a pay- 
ment in full on a class of the 
shares. These paid-off shares 
are then extinguished and 
the remaining outstanding 
shares represent all of the 
ownership of the remaining 
net worth. Other distribu- 
tions to stockholders also 
decrease the corporate net 
worth, but only this form of 
distribution is accompanied 
by the retirement of a por- 
tion of the capital stock. If 
all of the capital stock is re- 
tired and all of the net assets 
are distributed, the corporation terminates its exist- 
ence and the liquidation is complete. 

It follows, therefore, that the distinguishing fea- 
ture of the partial liquidation is the repayment to 
the stockholders of part of the capital as distin- 
guished from surplus or profits. The amount actu- 
ally distributed may be more or less than the 
amount actually paid in for the specific shares to be 
retired, depending upon the operating results of the 
corporation, and upon the purpose of the retire- 
ment. But, in any event, each stockholder, who sur- 
renders his shares, will receive from the corpora- 
tion some paid-in capital. In addition he may re- 
ceive some of the earned or accumulated surplus. 
In return he parts with his claim upon the corpora- 
tion for his pro-rata share of the net assets and his 
right to future dividends. This ownership claim 
that he parts with, it must be remembered, is the 
property called shares of stock, which, after the 
liquidation, he possesses no longer. 


The partial liquidation as a corporate device 
dates back much further than the first federal in- 


stock. 


“Of the New York Bar and Certified Public Accountant of the State 
of New York. 


UCH confusion has attended the in- 
terpretation of the Act of 1921 as it 

applies to the taxability of amounts dis- 
tributed in partial liquidation of a corporation, 
since Congress failed to make express refer- 
ence to distributions in liquidation of any kind. 
Mr. Kurz has doughtily ventured to explain 


the proper procedure applicable in such cases 
and to present the reasons therefore. 

The Act of 1924, has in definite terms re- 
instated the general rule applicable under the 
1918 law, requiring the entire amount received 
in a liquidation distribution, whether partial o1 
complete, to be treated as a payment for the 
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come tax law; yet, no specific mention is made of 
it in any of the revenue acts prior to the Revenue 
Act of 1924. The nearest reference to it was in the 
Revenue Act of 1918, of which section 201 (c) pro- 
vided that: 

“Amounts distributed in the liquidation of a 
corporation shall be treated as payments in ex- 
change for stock or shares, and any gain or profit 
realized thereby shall be taxed to the distributee 
as other gains or profits.” 

The phrase, “the liquidation of a corporation,” in 
its ordinary sense would mean the final, the com- 
plete liquidation, resulting in 
dissolution; only by a 
stretch of the ordinary sense 
can it be taken to cover 
complete and partial liquida- 
tions. Confirmation of this 
can be found in Article 1548, 
Regulations 45, which deals 
with “so-called liquidation or 
dissolution dividends.” (See 
also C. B. 3, p. 40, A. R. M. 
93). The Revenue Act of 
1921 reverts to the earlier 
omission of any reference to 
distributions in liquidation. 

Yet, the department has 
had to deal with such dis- 
tributions in its administra- 
tion of all the revenue acts 
from 1913 to date. It was able to do this under the 
general provisions of the acts relating to corpor- 
ate distributions; even if it were desirable, no reve- 
nue act can hope to provide specifically for all the 
varied transactions that may come within its range. 
As to distributions in complete liquidation, the 
present position of the Department may be sum- 
marized as follows: 

(a) Under all revenue acts except the Act of 
1918, the amount distributed must be compared with 
the cost or March 1, 1913 value, or other basis of 
the stock to the distributee : any deficiency is a loss; 
any excess is (1) an ordinary dividend to the extent 
that it represents earnings or profits accumulated 
after February 28, 1913; if still in excess, (2) a 
tax-free dividend of earnings or profits accumulated 
prior to March 1, 1913; and if still in excess, (3) 
a taxable gain. (See Bull. III. 1-p. 1, Mim. 3166). 

(b) Under the Revenue Act of 1918, the trans- 
action is classed as a purchase and sale of stock; 
any deficiency is a loss; the entire excess above the 
cost or other basis is a taxable gain. This position 
has been subjected to severe criticism but the De- 
partment has steadfastly adhered to it. The oppos- 
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ing contention is that there should be no distinc- 
tion between the Act of 1918 and the others. It is 
also an open question whether the rule of priorities 
under (a) should be limited only to the excess over 
cost or should be applied to the entire amount re- 
ceived, even if this results in a deductible loss. 

The partial liquidation, continues the Depart- 
ment, is merely a fraction of a complete liquida- 
tion; the same rules apply—EXCEPT that in this 
case alone, the corporation shall not be compelled 
to distribute, or be deemed to have distributed, its 
most recently accumulated earnings or profits first. 
The language of the Revenue Acts makes no excep- 
tion, but to hold otherwise would have introduced 
some very peculiar complications. It was thought 
preferable to supply an omission of Congress. 

A better understanding of the entire problem of 
partial liquidation will result if this is made clearer. 
On the one hand, there is a prosperous corpora- 
tion with paid-in capital, and profits accumulated 
both before and after the pivotal date in 1913. On 
the other hand there is a stockholder, hungry for 
tax-free distributions by whatever name called. 
Problem: how to prevent the responsive corpora- 
tion from permitting the hungry stockholder to get 
at the tax-free distributions, namely of paid-in capi- 
tal (not in excess of his cost) and earnings prior to 
March 1, 1913. Solution: a compulsory barrage of 
taxable distributions of earnings after February 28, 
1913, through which said stockholder will first have 
to work his way. Hence the system of priorities 
in Section 201 (b) of the Acts of 1921 and 1918 and 
Section 1211 of the Act of 1917. The board of direc- 
tors may vote the distribution but the law nomin- 
ates the source. 


Rule Has General Application 


Every distribution, including the complete liqui- 
dation, is subject to this rule of priorities as to 
source. Ina liquidating distribution, since all prop- 
erty funds from all sources are distributed at one 
and the same time, nothing is distributed before 
earnings or profits accumulated after February 28, 
1913, and the distribution is, therefore, from such 
earnings or profits to the extent thereof. Distribu- 
tions from depreciation or depletion reserves, from 
earnings accumulated prior to March 1, 1913, all 
are equally subject to this rule, that earnings after 
March 1, 1913, must be distributed first. 


The only exception is the partial liquidation, and 
the reason for the special treatment becomes appar- 
ent. What would happen otherwise? A corpora- 
tion has capital stock of $100,000, earnings prior to 
March 1, 1913, of $50,000, and earnings after Febru- 
ary 28, 1913, of $50,000. It retires half of its stock, 
$50,000, at book value, $100,000. Applying the law 
literally yields the following result: for each share, 
par $100, a stockholder receives $200, which repre- 
sents (1) a taxable dividend of $100, (2) a tax-free 
dividend of $100, and (3) a deductible loss of the 
entire cost of the stock. Furthermore, since the 
entire earnings are now deemed to have been dis- 
tributed, further dividends on the remaining stock 
are tax-free. Under the Department’s ruling the 
result is quite different: (1) the amount received is 
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compared with the cost of the stock; (2) the excess, 
if any, is subject to the rule of priorities. Further 
dividends on the remaining stock would come out 
of earnings after February 28, 1913, to the extent 
of the balance. A share of stock, par $100, cost $75, 
would receive $200 in the distribution, of which $50 
would be taxed as an ordinary dividend, $50 would 
be tax-free, and $25 would be taxable profit. 

This explains the department’s ruling that: 

The term “distribution” as used in section 201 (b) of the 
statute does not contemplate the payments made by a cor- 
poration to its stockholders in retiring its own stock if the 
liquidation of the stock was in pursuance of an obligation 
arising out of the stock contract, unless it appears that the 
corporation had the option of distributing its assets with a 


debit to capital stock account or to surplus account. (C. B. 
2, p. 25, O. D. 360). 


Of course, the restrictions given in the above rul- 
ing have since been abandoned under both Revenue 
Acts, 1918 and 1921. All partial liquidations are not 
within the purview of Section 201 (b). In a speci- 
fic case (C. B. II-1, p. 17, I. T. 1543), a corporation 
was permitted to liquidate part of its capital stock 
by charging 70 x dollars to capital and “the remain- 
der, 8 x dollars” to surplus. Not all the capital 
stock was retired, nor was all the surplus dis- 
tributed, apparently. The liquidation was not “in 
pursuance of an obligation arising out of the stock 
contract but merely in order to have the balance 
sheet of the corporation show the assets with bills 
receivable eliminated.” In another case (C. B. 
II-33, P. 1, I. T. 1833), the partial repayment of capi- 
tal was accomplished by cutting the par value of 
the shares in half and distributing half the paid-in 
capital, “at such time and in such manner as the 
board of directors may determine.” The reduction 
was not contractual but optional, for the stockhold- 
ers “adopted a resolution to the above effect.” (See 
also C. B. 2, p. 28, O. D. 479). Obviously it makes 
little difference whether the partial liquidation re- 
sults in the retirement of part of the shares in full, 
or of all of the shares in part. In any case it is a 
distribution exempt from the operation of Section 
201 (b). 

The second restriction is meaningless unless it is 
intended to prevent a corporation from paying back 
any capital until all of its surplus profits have been 
distributed. Clearly, to the extent that a corpora- 
tion has surplus, it may distribute its assets with 
a debit to that account. The Department in effect 
says that if the corporation has surplus, section 
201 (b) applies. But it is plain that if the corpora- 
tion has no surplus, that section is equally complied 
with. 


Unfortunately this bit of statutory construction 
does not relieve the Department of all of its embar- 
rassments. A partial liquidation is not merely a 
fraction of a complete liquidation. From an income 
tax point of view particularly, the difference is im- 
portant. The most striking point of dissimilarity is 
that in the complete liquidation, the consideration 
for the exchange that takes place is fixed. It is all 
the net assets for all the outstanding shares. Neither 
party has any option in the matter, neither can 
manipulate. The corporation distributes all the net 
worth; the shareholders surrender all their proprie- 

(Continued on page 221) 
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Recent Supreme Court Decisions 
Confuse Application of Tax Law 


N THE same day, May 26, 1924, the United 

States Supreme Court disposed of two in- 

come tax cases in favor of the litigating tax- 
payers, by affirming the decisions of the lower 
courts in the cases of Weiss v. Stearn and United 
States v. Supplee-Biddle Hardware Company. As op- 
posed, however, to the good fortune of these par- 
ticular taxpayers and others in substantially similar 
situations who will be relieved of the tax burden 
which the Government sought to impose, the gen- 
eral field of income tax law has been so disturbed 
by these decisions as to make very doubtful their 
net value to taxpayers as a whole. In order to 
arrive at the specific results established, the court 
has so shaken a number of principles which were 
beginning to attain some suggestion of permanence 
and inviolability in this newly discovered and re- 
latively unexplored land of shifting sands, that it 
has suddenly become almost impossible for a tax- 
payer to rely with any safety or for counsel to ad- 
vise with any certainty as to the legal result of 
many common transactions. 


The Supplee-Biddle Hardware Co. Case 


In the case of United States v. Supplee-Biddle Hard- 
ware Company, the Court of Claims was upheld in 
deciding that the income tax upon corporations, 
under the Revenue Act of 1918, did not apply to 
the proceeds of life insurance policies paid to a cor- 
poration upon the death of its president. The claim- 
ant was seeking to recover a tax of $55,153.89 which 
had been collected (after the reduction of an orig- 
inal assessment of $84,737.95) upon the receipt of 
$97,947.28 upon two policies of life insurance. 

The Supreme Court, in an opinion by Chief Jus- 
tice Taft, first held that in specifically referring to 
“individual beneficiaries,” when excluding from 
gross income the proceeds of life insurance policies, 
Congress did not intend to distinguish between in- 
dividual and corporate beneficiaries, saying (italics 
ours throughout) : 

“Section 213 primarily applies only to the taxing of indi- 
viduals. The union of proceeds of life insurance payable to 
individual beneficiaries and to the estate of the assured was 
thus intended to emphasize the exclusion from taxation in the 
hands of individuals of all such proceeds, and to leave no doubt 
of it. The meaning is the same as if the clause had read: “The 
proceeds of life insurance shall not be included in gross income, 
whether they are paid to individual beneficiaries or to the 
estate of the assured.’ When Congress came to deal with the 
gross income of corporations, it made use of Section 213 by 
reference, and grafted it on to 233. It is reasonable that the 
purpose of Section 213 to exclude entirely the proceeds of life 
msurance policies from taxation in the case of individuals 
should be given the same effect in adapting its application to 
corporations, and that such proceeds should be so excluded 
whether, by the direction of the insured, they were to go to 
specially named beneficiaries, or were to inure to the estate 
of the insured.” 

We will not here dwell upon the startling possi- 
bilities of applying generally a rule of statutory 
construction which contemplates that under a stat- 
ute imposing two distinct and different income 


taxes, one upon individuals and the other upon 
corporations, provisions which are expressly limited 
to one class of taxpayers shall be construed to apply 
to the other class. We likewise do no more than 
mention another but perhaps less startling propo- 
sition of statutory construction, which is next an- 
nounced in the decision. The court held that the 
word “exempt,” used in Section 213 (b), “is used 
not to indicate that they would be otherwise in- 
cluded in the income to be taxed, but only to make 
clear that the gross does not include them.” We 
are chiefly interested in that part of the opinion of 


the court which deals with the general nature of 
income. 


Although urged to decide the case by applying 
its own definition of income, as announced in the 
cases of Eisner v. Macomber, and Merchants’ Loan & 
Trust Co. v. Smietanka, the court refused to consider 
that question, saying: 

“It is enough to sustain our construction of the act to say 


that proceeds of a life insurance policy paid on the death of 
the insured are not usually classed as income.” 


New Guides Established 


Fascinating is the realm of investigation into 
which we are thus invited by the Supreme Court. 
No longer is it enough to understand the economic 
concept of income and the nice points of differentia- 
tion between this and the legal concept. No longer 
need we be cramped within the Supreme Court’s 
definition of gain derived from capital, from labor, 
or from both combined, with its proviso annexing 
profits realized upon sale or conversion of capital 
assets. The study of rulings and regulations is to 
be superseded by the counting of votes, the distribu- 
tion of questionnaires, the reading of the pulse 
of public opinion. Law, economics, and accounting 
brushed aside, those unnamed authorities, whose 
unappealable edicts have always been familiar to us, 
published under the caption “they say,” have been 
recognized as “enough to sustain” the Supreme 
Court and therefore may confidently be relied upon 
by taxpayers and their counsel. Said the court, 
further: 

“Assuming, without deciding, that Congress could call the 
proceeds of such indemnity income, and validly tax it as such, 
we think that, in view of the popular conception of the life 
insurance as resulting in a single addition of a total sum to the 


resources of the beneficiary, and not in a periodical return, 


such a purpose on its part should be express, as it certainly is 
not here.” 


In addition to this reference to the fact that life 
insurance is a single addition to wealth, rather than 
a periodical return, the court also said: 

“The benefit to be gained by death has no periodicity. It is 
a substitution of money value for something permanently lost, 
either in a house, a ship, or a life.” 

Just why this should be thus emphasized is not 
clear, since innumerable kinds of income which 
have always been regarded as taxable under the 
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federal statutes have no periodicity but consist only 
of a substitution of money value for something per- 
manently lost. The simple case of the profit re- 
alized upon the sale of a capital asset is of course 
similar, since the price received for the property is 
merely a substitution for the existing value which 
is permanently lost upon the sale. In the common 
case where a business corporation accepts a lump 
sum of money in satisfaction of a breach or dis- 
charge of an executory contract, this decision makes 
it doubtful whether such a payment represents in- 
come, since it is obviously a single addition of a 
total sum to the resources of the beneficiary and 
constitutes merely indemnity for the loss of the 
benefit anticipated from the performance of the 
contract. Neither does the statute contain any 
express enunciation of the purpose of Congress to 
impose the tax upon such a gain. Hundreds of 
similar instances might be suggested, including, for 
example, indemnity under a fire insurance policy 
amounting to more than the cost of the property 
destroyed by fire, payments received in considera- 
tion of the grant of a right to remove minerals from 
under the land of the taxpayer, amounts distributed 
by a corporation in liquidation and upon the can- 
cellation of its stock, damages awarded for the libel 
of business reputation, etc. 


The Test of Income 


In fact, every instance of the receipt of income 
may be shown to be similar to the receipt of the 
proceeds of life insurance in this case, in being a 
substitution of money value for something per- 
manently lost, if attention is directed merely to the 
last transaction, in which cash is received in ex- 
change for rights which are given up. Take for 
example, the case of the physician who has rendered 
personal services, has submitted a bill which has 
been approved, and has thus come into possession 
of a valid claim against his patient. If payment is 
thereafter accepted, the money represents merely 
a substitution for the valuable claim which is relin- 
quished. This element of every income producing 
transaction will be immediately recognized by tax 
practitioners, who have been required innumerable 
times to answer the first protest of the average tax- 
payer who says: “Why, I made no profit; the 
property was fully worth every cent for which it 
was sold.” Looking only at the conclusion of the 
life insurance transaction, and seeing there that the 
proceeds of the policies constituted an indemnity 
for the loss of an asset, the Supreme Court has en- 
tirely ignored the acquisition of the asset. As this 
company was formed subsequent to March 1, 1913, 
this valuable asset, its connection with its office, 
was acquired since that date. Why, when this asset 
is converted into money, should not the proceeds be 
subject to tax, as would be true when any other 
such asset is converted into a realized gain? This 
occurs when a valuable good will, which has been 
built up in a business, is sold for cash, when an in- 
vention is sold or leased, when professional experi- 
ence which has been acquired through education 
and study is made to produce an income. No in- 
come tax applies to the acquisition of an asset of 
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this character, no more than to the accrual of an 
appreciation in real estate value. Since in all 
other cases the conversion of such an asset thus ac- 
quired into cash or its equivalent calls for the recog- 
nition of the realized gain, why should an exception 
be made in this case? The only answer to this 
question which is suggested by the Supreme Court, 
namely, that proceeds of life insurance policies are 
not usually classed as income, seems pitifully inade- 
quate as the foundation for a general test to apply 
to the numerous similar cases. 


A review of this decision would not be complete 
without mention of a further ground of decision to 
which the court refers, but which seems to add al- 
most no support to its conclusion. The court 
pointed out that upon the death of a decedent, his 
taxable estate would include the excess over $40,000 
of the amount receivable by all beneficiaries other 
than his executor as insurance under policies taken 
out by the decedent upon his own life, and con- 
cluded that to tax the proceeds of the insurance 
policy in this case as income would result in double 
taxation upon that part of the policy in excess of 
$40,000, which would be also subject to the estate 
tax—a duplication to be avoided unless required by 
express words. Whatever weight this argument 
might have is destroyed by the fact that this policy 
could not possibly have been taxed as a part of the 
estate of the insured, under the existing regulations 
which probably give the law its necessary inter- 
pretation. Article 27 of Regulations 63, relating to 
the estate tax, provides that: 

“Insurance is deemed to be taken out by the decedent in all 
cases where he pays the premium, either directly or indirectly, 
whether or not he makes the application.” 

The opinion of the Court of Claims states that, as 
is usual in such a case, the premiums upon the poli- 
cies here involved were paid by the company. Such 
a policy is therefore, under the Supreme Court de- 
cision, subject to neither the estate tax nor the in- 
come tax. . 

The Case of Weiss v. Stearn 


No less disturbing upon analysis is the decision 
in the case of Weiss v. Stearn, in which the Supreme 
Court affirms the decision of the Circuit Court of 
Appeals for the Sixth Circuit. The rather involved 
facts may be satisfactorily crystalized for our pur- 
pose by the statement that, in order to bring $7,500,- 
000 of new capital into a business by the sale of a 
half interest, the following familiar plan of reor- 
ganization was carried out. A new company capi- 
talized at $25,000,000.00 was organized, and pur- 
chased from an existing corporation with a capital 
of $5,000,000.00, all its assets and business, assum- 
ing all its contracts and liabilities. In payment 
therefor, the stock of the new company was issued 
to a trust company, acting for the shareholders, 
which delivered half the stock to the purchasers of 
the half interest and delivered to the former share- 
holder the other half of the stock and the cash re- 
ceived from the purchasers. This was, of course, 
in legal effect, a liquidation distribution by the first 
corporation, which was dissolved in the process. 


all 
tly, 


yli- 
ich 
Je- 


ion 
me 
of 
ved 
yur- 
00,- 
fa 
20r- 
api- 
ur- 
ital 
um- 
1ent 
sued 
lers, 
's of 
are- 
1 re- 
irse, 
first 
cess. 


Sa teat 


July, 1924 


The Supreme Court, however, in an opinion by 
Justice McReynolds, said: 


“The collector ruled that each old stockholder sold his entire 
holding, and assessed respondent accordingly for resulting 
profits. Adopting a different view, the courts below held that 
he really sold half for cash and exchanged the remainder, with- 
out gain, for the same proportionate interest in the transferred 
corporate assets and business. 

“We agree with the conclusion reached below. The practical 
result of the things done was a transfer of the old assets and 
business, without increase or diminution or material change oi 
general purpose, to the new corporation; a disposal for cash 
by each stockholder of half his interest therein; and an 
exchange of the remainder for new stock representing the 
same proportionate interest in the enterprise. Without doubt 
every stockholder became liable for the tax upon any profits 
which he actually realized by receiving the cash payment. If, 
by selling the remainder, he hereafter receives a segregated 
profit, that also will be subject to taxation.” 


Justices Holmes and Brandeis dissented from this 
decision on the ground that the case falls within the 
rule declared in Cullinan v. Walker, 262 U. S. 134, 
involving the receipt of securities upon a liquida- 
tion distribution pursuant to a reorganization. Re- 
ferring to the cases of United States v. Phellis, 257 
U. S. 156, Rockefeller v. United States, 257 U. S. 176, 
and Cullinan v. Walker, 262 U.S. 134, the Supreme 
Court distinguishes the present case in the follow- 


ing language, which constitutes substantially the 
entire opinion (italics ours): 

“Applying the general principles of Eisner v. Macomber, it 
seems clear that if the National Acme Manufacturing Company 
had increased its capital stock to $25,000,000, and then declared 
a stock dividend of 400 per cent, the stockholders would have 
received no gain—their proportionate interest would have re- 
mained the same as before. If, upon the transfer of its entire 
property and business for the purpose of reorganization and 
future conduct, the old corporation had actually received the 
entire issue of new stock, and had then distributed this pro 
rata among its stockholders, their ultimate rights in the enter- 
prise would have continued substantially as before—the capital 
assets would have remained unimpaired and nothing would have 
gone therefrom to any stockholder to his separate benefit. The 
value of his holdings would not have changed, and he would 
have retained the same essential rights in respect of the assets. 

“We cannot conclude that mere change, for purposes of re- 
organization, in the technical ownership of an enterprise, under 
circumstances like those here disclosed, followed by issuance 
of new certificates, constitutes gain separated from the original 
capital interest. Something more is mnecessary—something 
which gives the stockholder a thing really different from what 
he theretofore had. * * * [Citing cases.] The sale of part 
of the new stock and distribution of the proceeds did not affect 
the nature of the unsold portion; when distributed, this did not, 
in truth, represent any gain. 

“Considering the entire arrangement we think it amounted 
to a financial reorganization under which each old stockholder 
retained half of his interest and disposed of the remainder. 
Questions of taxation must be determined by viewing what was 
actually done, rather than the declared purpose of the partici- 
pants; and when applying the provisions of the 16th Amend- 
ment, and income laws enacted thereunder, we must regard 
matters of substance, and not mere form.” 


Here again, the Supreme Court repudiates the 
familiar standards of the income tax adviser and 
throws the whole difficult subject of corporate re- 
organization and recapitalization open to new tests 
and distinction. When will a distribution of the 
assets of a corporation in the course of its liquida- 
tion amount to a “mere change * * * in the 
technical ownership” of the enterprise and when 
will it amount to some other kind of a change in 
some other kind of ownership? If one-half of the 
stock of a $25,000,000 corporation is not “a thing 
really different” from one-half of the stock of a 
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5,000,000 corporation with a different name, why 
was it held, in the Phellis case, that the securities 
of two corporations was “a thing really different” 
from the securities of a single corporation owning 
the same assets and operating the same business, 
when held in exactly the same proportions by the 
same individuals? 

lf income tax liability upon a given transaction 
is to depend upon what might have resulted if other 
transactions had been employed to accomplish a 
similar result, as implied by the suggestion that the 
same result might have been obtained in this case 
by a stock dividend, why is it necessary thus to 
distinguish any longer between alternative methods 
of accomplishing other more familiar purposes— 
for example, between a sale of property with rein- 
vestment of the proceeds and an exchange of prop- 
erty, since, if an exchange were made in such a 
case, the final situation would be the same. If this 
test is sound, the Treasury Department has been 
all wrong in holding that a taxable dividend is re- 
ceived where the stockholders receive a cash divi- 
dend which is then used to subscribe and pay for 
new stock issued by the corporation, since the same 
result would be obtainable if a stock dividend had 
first been declared. In the Phellis and Rockefeller 
cases themselves it would have been very easy to 
make the same segregation of property by tax-free 
reorganizations if there had in each case been 
formed two new corporations, the securities of 
which the individual stockholders would receive 
upon an exchange of their holdings in the original 
company. On the ground that this was not “what 
was actually done,” and that not only in form but 
actually in substance there was in each case a dis- 
tribution rather than an exchange of securities, the 


Supreme Court held the reorganizations to be tax- 
able in those cases. 


Future Course Uncertain 


The only definite conclusion which it seems pos- 
sible to draw from this opinion is that, after having 
sustained the Government in prior cases in its 
policy of administering the income tax law upon a 
consistent basis of recognizing the legal character- 
istics of a transaction, the Supreme Court has re- 


‘fused to sustain the tax imposed upon that basis in 


a hard case where the actual benefit to the taxpayer 
did not by any means reflect the apparent change 
in his legal situation. Whether the rule will be 
similarly relaxed in the next case presented to the 
court by a taxpayer seeking release from a large 
assessment, and whether it will be extended to sus- 
tain the imposition of taxes where, although there 
is actual enrichment, there is absent any of the 
mere changes in technical ownership which have 
heretofore been considered a necessary element of 
the segregation required by the decision in the 
Eisner case, must remain a matter of speculation 
until the court has again spoken. 

As a result of the constitutional provision that the salary of 
the President of the United States may not be increased or 
diminished during a term of office, it appears that President 


Coolidge will be the only individual income-taxpayer who will 


not benefit from the 25 per cent reduction granted on taxes pay- 
able for the taxable year 1923. 











The National Budéets of France 
and Germany 


By E. L. Bocart* 


Part II 


NY discussion of the German budget must 
A begin with the finances of the War and even 
of the antebellum period. During the quar- 
ter century before the World War, German 
expenditures had increased threefold; revenues in- 
creased not quite so rapidly, resulting in a net 
increase of the Imperial debt. Indeed in only three 
years—between 1887 and 1914 was the budget bal- 
anced without incurring a deficit. Nevertheless, 
when the War broke out, the Imperial debt was 
one of the smallest in Europe and Germany’s “tax- 
able reserve” was probably greater than that of any 
other major belligerent. 

As is well known, Germany’s financial policy dur- 
ing the War was to rely almost exclusively upon 
loans, with the expectation of recouping herself at 
the end with heavy indemnities from her conquered 
foes.17 When it finally became apparent in 1917 
that victory might not be so easily won, a belated 
resort was had to taxation. But the bad effects of 
the combined loan and inflation policy made this 
effort almost abortive. Only about 13 per cent of 
the total costs of the War period were met out of 
revenue other than borrowing. 


German Deficit on Increase 


Beginning with 1919, tax revenues were some- 
what increased, and by 1922 they met 37 per cent 
of the expenditures; but with the additional bur- 
dens of the Peace Treaty they amounted in 1923 to 
only 22 per cent of the expenditures. It is useless 
to give the figures of the budgets during the past 
four years, sinte with the increasing inflation and 
depreciation of the mark they become quite fan- 
tastic and meaningless. It is sufficient to say that 
so far from balancing, the two sides of the budget 
continued steadily to move farther and farther 
apart, and the deficits to assume alarming propor- 
tions. 


Budgetary Problems 


Certainly there can be no doubt that the budget 
does not balance in Germany. The question of vital 
interest here is whether an equilibrium can be estab- 
lished, and if so, how? Can expenditures be cut 
down to the level of actual revenues; or can rev- 
enues be so increased as to cover expenditures now 
called for by domestic requirements and by treaty 
obligations? Each of these alternatives may be 
examined in turn. 

1. Expenditures.—“There are two main reasons 
why the expenditures have been so large. First, 
there were enormous obligations directly and indi- 
rectly involved in the fulfillment of the treaty. 

*Head of the Department of Economics, University of Illinois. 


17. See My Direct and Indirect Costs of the War, 202. 
18. Moulton and McGuire, Germany’s Capacity to Pay, 168 
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Second, the depreciation of the mark necessitated 
unending increases of all appropriations.’’*® 

According to an analysis of estimated German 
expenditures prepared by the statistical division of 
the League of Nations for 1922-23, 65 per cent of 
the total was needed for treaty fulfillment expendi- 
ture, leaving only 35 per cent for all domestic needs. 
But the actual revenues for the two fiscal years 
1922 and 1923 were insufficient to meet the dis- 
bursements called for by the treaty, let alone those 
required by the domestic budget. It is clear that 
the equilibrium of the budget is profoundly affected 
by the payment of reparations and other treaty 
obligations. It scarcely needs to be pointed out 
that in the case of Germany, the treaty-fulfillment 
charges come first in point of priority. Postponing 
for the moment the question as to whether the 
revenues could have been increased, let us turn 
next to the effect of currency depreciation upon the 
budget. 

There can be no doubt that the progressive de- 
preciation of the mark demoralized the budget. A 
faulty system of war finance, by which the costs 
were met by borrowing, left the country with an 
undeveloped system of taxation and inadequate rev- 
enues when the War was over. Since both the 
industrial disorganization and the temper of the 
people made the resort to heavy taxes difficult in 
the moment of defeat, the Government turned to 
the Reichsbank for assistance. As in France, the 
loans from the bank took the form of notes, and 
every fresh loan meant increased inflation. New 
issues of marks were used not merely to meet inter- 
nal expenditures but also for the purchase of for- 
eign credits with which to meet reparation pay- 
ments. A method which was dictated at first by 
necessity was soon followed from choice, and a 
deliberate policy was developed which was not less 
than monetary brigandage. It is not necessary to 
discuss this here, but simply to point out that it 
was impossible to balance the budgets so long as 
the mad race of inflation was in progress. Taxes 
which were specified at the beginning of the year 
shrank to a fraction of their earlier value by the 
time they were collected. Since every delay meant 
a gain to the taxpayer, collection of taxes became 
increasingly difficult. And on the other hand, the 
appropriations for expenditures had to be con- 
stantly revised and always in an upward direction. 

It may however be insisted by some that the 
expenditures of the administrative departments of 
the German Government were excessive during this 
period and that they could and should have been 
reduced. It is worth while to analyze this point in 
somewhat greater detail. The largest item in the 
domestic budget was for interest on the public debt, 
absorbing as it did over one-quarter of the expendi 
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tures in 1921 and 1922. As in the case of France, 
this was a charge which tended to increase from 
year to year. In 1923, however, the fall of the mark 
to the point of utter worthlessness wiped out most 
of the internal debt owing to individuals, and the 
sums included in the budget today on account of 
interest are small. 


The second item in importance, amounting to 
nearly one-quarter, was that of contributions to 
subordinate political units. This does not repre- 
sent a real charge upon the budget, for the Federal 
Treasury simply acts as tax collector in this regard 
and passes on the revenues. A reduction in this 
respect can be made only by different constitutional 
arrangements between the Republic and the sepa- 
rate states. 


Pensions come third and constitute about 12 per 
cent of the expenditures. These must be regarded 
not merely as a contractual obligation no less bind- 
ing than the interest on the public debt, but also 
as a necessary contribution to the support of those 
incapacitated or left helpless by the War. The 
Dawes Report, however, regards these payments as 
unnecessarily high and believes that with the return 
of prosperity they can be materially reduced. This 
is the only suggestion for economy in the present 
budget made in this report. 

The next item, that of the government owned 
railroads, showed a great increase. On April 1, 
1920, the Federal Government took over from the 
several states the entire railroad system of the 
country, Since it was impossible to make any cash 
payment, the Federal Government assumed various 
amounts of funded and floating indebtedness of the 
states by way of compensating them. The federal 
debt was thus greatly augmented. On the other 
hand, the exchange proved a bad bargain for the 
Commonwealth, for the railroads were steadily los- 
ing money and have shown enormous deficits in 
the last three years. An increase in the personnel, 
which the central government found it impossible 
later to reduce, and the introduction of the eight- 
hour day on. the railroads, simply added to the 
financial embarrassment of the government without 
increasing the efficiency. 

The Dawes Report now suggests that the rail- 
roads be handed over for exploitation to a stock 
company, and believes that by this plan the budget 
will be relieved of deficits from this service, and 
further that the railroads can be made to contribute 
a substantial sum to reparation payments. 


In the item of defense, a great saving was ef- 
fected. Expenditures which before the War ab- 
sorbed over 50 per cent of the total, now took less 
than 5 per cent. 


Certain other expenditures, while not so large, 
have called forth severer criticism, such as appro- 
priations for canals, hydroelectric plants, and ship- 
ping. The canals were begun before the War and 
have simply been completed; from an engineering 
as well as a financial point of view, such an expen- 
diture cannot be condemned offhand. The hydro- 
electric plants are to be justified, if at all, by the 
loss of fuel resources in the Saar and Silesia. And 
finally, the replacement of the shipping delivered to 
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the Reparations Commission is almost the only way 
by which Germany can restore her foreign trade 
and gain the power to pay further reparations. 

A review of the German budget shows few places 
where substantial economies can be effected. In 
their careful study of Germany’s financial condition, 
Moulton and McGuire conclude** that the aggre- 
gate reduction in the domestic expenditures could 
not “have at any time exceeded 10 per cent.” This 
would make only 3 per cent of the total budget 
including reparations. “The possibilities of econ- 
omy as a remedy for Germany’s financial collapse 
are clearly limited.”*® This conclusion is confirmed 
by the Dawes Report, which suggests no reduction 
except in the payments to the unemployed on the 
assumption that renewed prosperity will give these 
perscns employment, if the Report is adopted. 


Tax Difficulties Encountered 


2. Revenues.—Could not Germany have raised 
more by taxation since the Armistice? It must be 
recognized that at the end of the War, the fiscal 
powers of the central government were very limited, 
and that it did not have the power to levy direct 
taxes. It was in much the same position as our 
own federal government before the passage of the 
16th Amendment permitting the enactment of an 
income tax. The first step therefore was the reor- 
ganization of the entire financial machinéry of the 
government, and this was undertaken by the con- 
stitutional convention which met at Weimar in 
1919. The new constitution, concluded in Decem- 
ber, 1919, gave to the central government unre- 
stricted control over the collection of all forms of 
taxation as well as disbursement of the proceeds. 
It had:taken almost a year to agree upon the con- 
stitutional grant of power, and it took almost 
equally long to put the new system of taxation into 
operation. It is impossible to enumerate all of the 
charges, but a few of the most important may be 
noted. In 1919, the outstanding measure was the 
national emergency sacrifice tax (Reichsnotopfer), 
which was really a capital levy running from 10 per 
cent to 65 per cent (on over 7,000,000 marks). This 
was originally payable in 30 to 50 annual instal- 
ments, but was amended the following year so as to 
provide for the immediate collection of one-third 
and the abandonment of the remaining two-thirds. 
A special tax was imposed on the increment of 
property, graduated from 10 per cent to 100 per 
cent (on over 375,000 marks) and another on excess 
income, graded from 5 per cent to 70 per cent. New 
taxes were laid on playing cards, illuminants and 
transfers of real estate, while increases were made 
in the turnover tax, the tax on tobacco, and the 
postal, telegraph, and telephone charges. 

In 1920 and again in 1921 the postal, telegraph, 
and telephone charges were raised still higher and 
increases made in other taxes. 

In 1922 provision was made for a compulsory 
loan, amounting to 1 per cent to 10 per cent of 
one’s property. Since this loan has been rendered 
worthless through the depreciation of the currency, 


19. Germany’s Capacity to Pay, p. 186. 
20. Ibid. “i — me 
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it may be regarded as a tax. A tax of 25 per cent 
was imposed on house rents, and slight changes 
were made in other taxes. 

In 1923 additions were made to numerous indi- 
rect taxes, the turnover tax was raised, the coal 
tax—the most lucrative of all—was doubled (to 40 
per cent), and a tax on admissions was imposed. 
By this time, however, the currency situation had 
grown so bad that all relation between what the 
German Government could collect by way of taxa- 
tion and what it was obliged to spend, had dis- 
appeared. 


Effects of Currency Depreciation 


In addition to currency depreciation, there were 
other complicating factors. One of the results of 
the fall of the mark was the flight of capital, which 
the taxes imposed were unable to prevent. To the 
degree to which German capital was transferred to 
other countries, the taxable base in Germany was 
of course reduced. Nor was the central govern- 
ment able to keep all the taxes it collected; it must, 
for instance, distribute to the states three-fourths 
of the proceeds of the income tax. 

The very seriousness of the currency disorders, 
however, brought their own cure. By the end of 
1923 the paper marks had been thoroughly dis- 
credited, and the system of borrowing from the 
Reichsbank on Treasury bills ceased on November 
15. The “stabilization” of the paper mark at 4,200 
billions to the dollar was announced on November 
20.2, To provide the necessary circulating medium, 
the Rentenbank was established, which issues notes 
upon real estate mortgages; silver currency ‘to the 
amount of 5 marks per capita is next to be issued.?? 
These measures have already resulted in an im- 
provement of the fiscal situation. Calculated in 
terms of gold marks, there was a deficit in Decem- 
ber of 399,900,000 in the ordinary budget, but for 
January this was cut down to 1,900,000 marks. A 
tentative budget for the year 1924-25 has been sub- 
mitted to the Reichstag which shows a slight sur- 
plus of revenues over expenditures, exclusive of 
reparation payments. There is thus the possibility 
of a balanced ordinary budget at least. 

Since this was written, the Dawes Report has 
been published. This states that further increases 
can be made in taxation, especially upon the wealth- 
ier classes and those who have profited by the 
depreciation of the currency. This Report proposes 
also the elimination of railway deficits and suggests 
the establishment of a tobacco monopoly, which it 
estimates should bring in from 500,000,000 to 1,000,- 
000,000 gold marks a year. In general this Report 
believes that the ordinary budget can be balanced 
and something paid on reparations within the next 
four years, if their plan is accepted, and that after 
five years, when normal conditions will have been 
re-established, substantial continuous payments can 
be made. 

The question has often been raised as to the com- 
parative burden of taxation in different countries, 
especially in Germany and France. The latest 
answer to this question has been given by Professor 


21. ae Index, published by the New York Trust Co., March, 


1924, 
of B Berlin despatch in New York Times, April 7, 1924. 
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E. R. A. Seligman in a careful article in the March 
number of the Political Science Quarterly.2* He 
concludes that the heaviest per capita tax burden 
of the four countries named rests upon Germany, 
the next upon Great Britain, the third upon France, 
while the load upon taxpayers in this country is the 
least, although the total sum raised is by far the 
largest. 

To collect the full amount specified by the Ver- 
sailles treaty, which means approximately $800,- 
000,000 in gold annually, is beyond the financial 
and economic power of Germany today.** 

We have already seen to what an extent the 
French budget is based upon the expectation of the 
payment by Germany of the full amount of the in- 
demnity. Now we are driven to the conclusion 
that Germany cannot pay the full amount prescribed 
by the London Conference. Here is an impasse 
which wili ultimately be settled by the logic of 
events, but which may be solved more peacefully 
by the acceptance of the Dawes Report. The ap- 
parently innocuous problem of the balancing of the 
budgets has therefore, like every other topic dis- 
cussed, brought us back to the overshadowing ques- 
tion of the treaty and reparations. Until this is 
settled, nothing is settled. 

If any one thing has been clearly demonstrated 
by this paper, it is that we are dealing with an 
enormously complicated problem. Americans have 
been rather prone to advise Europe what to do. 
“Cut expenditures, tax more, stop issuing paper 
money, and balance your budgets,” has been the 
usual formula. But to either France or Germany, 
or any other European country which is enmeshed 
in the tangled web of economic, financial, political, 
and social difficulties which have followed the War, 
such advice must have a very hollow sound. A 
sympathetic and fairly thorough study should con- 
vince any thoughtful American that the fortunes of 
each nation are inextricably bound up in those of 
its neighbors, and that not even the United States 
can escape its share of responsibility. To press 
France for the payment of her debt to us may con- 
tribute to further demoralization. We must assume 
the moral leadership to which our position not only 
entitles us, but imposes upon us, and help clear up 
the problems which Europe alone and unassisted 
seems unable to solve. 

23. Comparative Tax Burdens in the Twentieth Century, 145. 

24. “The London Conference fixed the indemnity at 132, b00, 000,000 
gold marks, plus twenty-six per cent of the gold value of all ex rts, in 
addition to certain payments in y the chief of which is the great 


annual contribution of coal.”—F. . Vanderlip, What Next in Europe? 
p. 103. 


State Income Tax Advocated by Michigan 
Agricultural Interests 


T IS practically assured that an amendment to 

the constitution of the State of Michigan au- 
thorizing a state income tax will be considered at 
the election this fall, as more than the required 58,000 
signers of a petition to that effect have been 
obtained, largely by the Michigan State Farm Bu- 
reau Federation and members of the State Grange. 

The proposed amendment provides for a state in- 
come tax of five per cent on incomes of $4,000 to 
$20,000, and a graduated tax on higher incomes, 
reaching 10 per cent on incomes above $100,000. ~ 
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The Income Tax Law Changes 
as They Affect Individuals 


HE taxpayer is first interested in obtaining a 

i general comprehension of the income tax 

changes, and to this end a digest of the new 

law as it affects individuals is presented in which 

departures from the Act of 1921 are briefly indicated. 

In subsequent issues comprehensive discussions of 

special features of the Act of 1924 and its applica- 
tion will be made. 


The most immediate benefit resulting from the 
new law was the reduction of 25 per cent in taxes 
for the taxable year 1923. This does not apply to 
corporations. 


Effective January 1, 1924, the normal tax rate or. 
individuals is reduced from 4 to 2 per cent on the 
first $4,000 of net income in excess of the allowable 
exemptions. On the next $4,000 of such income the 
rate is reduced from 8 to 4 per cent, and on all in- 
come in excess of $8,000 the rate is 6 per cent, in- 
stead of 8 per cent as under the 1921 Act. 


The former schedule of surtax rates, beginning 
with 1 per cent at $6,000 and reaching 50 per cent 
at $200,000, is superseded by a new schedule of low- 
er rates. The rates now begin with 1 per cent upon 
the amount of net income in excess of $10,000 and in- 
crease by 1 per cent in brackets variously of $2,000 
and $4,000 up to $100,000, and thereafter in brackets 
of $100,000, $200,000 and $500,000, up to 40 per cent 
upon the amount in excess of $500,000. 


The limitation of surtax in the case of a sale of 
mines, oil wells, or gas wells discovered by the tax- 
payer remains at 16 per cent of the selling price. 


The personal exemptions remain unchanged at 
$1,000 for single persons, $2,500 for married per- 
sons and heads of families, and $400 for each de- 
pendent, except that the $2,500 exemption now ap- 
plies to all incomes. 


The personal exemption of $1,000 or $2,500, in 
the case of a taxpayer who during the taxable year 
changes his status as a single person, married per- 
son living with husband or wife, or head of a fam- 
ily, formerly fixed by the status of the taxpayer on 
the last day of the taxable period, is under the new 
statute the sum of a proportionate amount of the 
$1,000 exemption and a proportionate amount of the 
$2,500 exemption, according to the number of 
months of the taxable period during which the 
status of the taxpayer was such as to entitle him to 
those amounts respectively. Fractional parts of a 
month are to be disregarded, more than half a 
month being considered as one month. 


In the event of the death of the taxpayer, the 
personal exemption will be determined by his sta- 
tus at the time of his death and full credit is to be 
allowed to the surviving spouse, according to his or 
her status at the close of the taxable year, as under 
the present law. 
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The $400 credit for dependent persons and the 
personal exemption of nonresident alien individuals 
are to be determined by the status of the taxpayer 
on the last day of the taxable year, as under the 
present law. 


Expressly incorporating the rule held by the Su- 
preme Court to apply under the 1921 act, to the 
effect that the annual basis of computing the tax is 
required only in the case of a return made for a por- 
tion of the calendar year because of a change made 
in the taxable period, the new statute further pro- 
vides, however, that in all other cases of a return 
for a fractional part of a year, the personal exemp- 
tions and credits for dependents allowed to individ- 
uals and the $2,000 credit allowed to corporations 
shall be reduced in proportion to the number of 
months covered by the return. 


Reduced Rate on Earned Income 


A new principle of taxation is introduced in dis- 
tinguishing between “earned” and “unearned” in- 
come. The effect is limited by the provision that 
the maximum amount to be subject to a 25 per cent 
reduction on account of being included as earned net 
income is $10,000. All net incomes not in excess of 
$5,000 and the first $5,000 of all other net incomes, 
no matter how derived, are subject to the special 
25 per cent reduction. This credit applies only 
against normal tax and surtax, and not against the 
special 12% per cent tax upon capital net gains. 


The difficult question presented in the case of a 
taxpayer engaged in a trade or business in which 
both personal services and capital are material in- 
come producing factors, as in the case of a small 
storekeeper or farmer, is disposed of by a statutory 
provision that in such a case, “a reasonable allow- 
ance as compensation for the personal services 
actually rendered by the taxpayer, not in excess of 
20 per cent of his share of the net profits of such 


trade or business, shall be considered as earned 
income.” 


The method of handling partnership earned in- 
come is to be governed by rules and regulations pre- 
scribed by the commissioner with the approval of 
the secretary of the treasury and are to be sepa- 
rately shown in the return of the partnership. 


Gross Income 


The definition of gross income remains the same 


‘as under the previous act with the exception of some 


minor modifications. It is expressly stated that in 
the case of a non-resident alien individual gross in- 
come means only the gross income from sources 
within the United States, determined under the pro- 
visions of Section 217. Payments under the World 
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War Veterans Act of 1924 and state pensions are 
not to be included in gross income. An exemption 
of $300 per year from gross income is allowed 
domestic building and loan associations if “sub- 
stantially all of the business of which is confined to 
making loans to members.” The requirement under 
the 1921 Act was that an association must be oper- 
ated exclusively for such a purpose. 

Every person owning tax-free securities who 
files a return must submit a statement showing the 
number and amount of such obligations. 


Gains and Losses 


The limitation upon the deduction of losses 
sustained upon the sale of securities which are re- 
purchased within thirty days before or after the sale, 
is extended to include cases in which the taxpayer 
“has entered into a contract or option to acquire sub- 
stantially identical property” within the limited 
time. 

In the determination of both gain and loss, the 
basis for property acquired before March 1, 1913, is 
to be the cost or fair market value as of that date, 
whichever is greater, consequently, while the tax- 
able gain can never exceed the excess of selling 
price over March 1, 1913, value, the deductible loss 
may exceed the difference between the selling price 
and original cost if the value of the property as of 
March 1, 1913, was in excess of cost. 

In determining the fair value of stock in a cor- 
poration as of March 1, 1913, due regard is to be 
given to the fair value of the corporation assets on 
that date. 

For purposes of determining the amount of gain 
or loss on a sale, Section 202 defines the amount re- 
alized as “the sum of any money received plus the 
fair market value of the property (other than 
money) received.” This represents an abandon- 
ment of the requirement for readily realizable mar- 
ket value for the recognition of gain or loss upon 
the receipt of property in exchange for other prop- 
erty, and a return to the rule which existed prior to 
the Revenue Act of 1921. This, it is submitted, rep- 
resents a decided hardship to taxpayers and a regret- 
table retrogression in the law, since it substitutes 
for the definite and easily ascertainable readily re- 
alizable market value, the very uncertain and elusive 
fair market value which has resulted in a number 
of obscure rulings of the Treasury Department and 
in several court decisions setting aside assessments 
made by the Government. 


Depreciation Not Previously Charged Not to Be 
Deducted 


Adopting the established practice of the Treas- 
ury Department, which was held to be without 
authority in law by the recent decision of Ward v. 
Hopkins, the new statute provides that in comput- 
ing gain or loss proper adjustment shall be made for 
“any item of loss, exhaustion, wear and tear, obso- 
lescence, amortization, or depletion, previously al- 
lowed with respect to such property,” as well as for 
any expenditure properly chargeable to capital ac- 
count. Elimination of the words “properly charge- 
able,” which were first used, shows an intention to 
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prevent any reduction of cost or basis on account of 
depreciation actually sustained which should have 
been charged off but for which no deduction for in- 
come tax purposes has been taken. 


Basis After Transfer in Trust 


A retroactive rule similar to that heretofore ap- 
plicable to property acquired by gift after December 
31, 1920, is extended to property acquired after that 
date by a transfer in trust (other than one which is 
testamentary in character, as specified by the stat- 
ute, or which is subject to power revocation or 
alteration by the creator, except in case of a bona 
fide sale for fair consideration). In such a case, the 
basis shall be the same as it would be in the hands 
of the grantor, increased in the amount of gain or 
decreased in the amount of loss recognized to the 
grantor under the law applicable to the year in 
which the transfer was made. 

Apparently no exception is made for a transfer 
in trust for a fair consideration received by the 
grantor. Obviously, however, the actual cost to the 
trustee or beneficiaries should in such a case be the 
basis for determination of subsequent gain or loss, 
and this result may perhaps be attainable under the 
statute. ck 

Probably by oversight, it is expressly provided 
that fair value at time of transfer, rather than cost 
to the transferor, shall be the basis for determining 
of gain or loss after transfer in trust subject to a 
power of revocation or alteration by the grantor. 
Although another section provides that the income 
of certain revocable trusts shall be included in the 
net income of the grantor, the former section has 
the effect of excluding from the income of the trust 
and consequently from the income of the grantor all 
of the gain which accrued prior to the transfer. Such 
gain should of course be taxable to the grantor if 
the revocable trust is to be disregarded, as was the 
legislative purpose, demonstrated by the treatment 
of the income of such a trust and by the inclusion of 
such trust property in the taxable estate of the 
grantor. 


Exchanges in Reorganizations 


The present exemption for the exchange of se- 
curities in connection with a reorganization is re- 
stated, apparently without change in substance, to 
read: “No gain or loss shall be recognized if stock 
or securities in a corporation a party to a reorgani- 
zation are, in pursuance of the plan of reorganiza- 
tion, exchanged solely for stock or securities in such 
corporation or in another corporation a party to the 
reorganization.” 

By an entirely new provision, a similar exemp- 
tion which has heretofore been allowed by regula- 
tion is allowed to a corporation which, being a party 
to a reorganization and in pursuance of the plan of 
reorganization, exchanges property solely for stock 
or securities in another corporation which is also a 
party to the reorganization. 

The definition of “reorganization” is extended to 
include in addition “a transfer by a corporation of 
all or a part of its assets to another corporation if 
immediately after the transfer the transferor or its 
stockholders or both” own at least 80 per cent of 
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the voting stock and at least 80 per cent of the total 
number of shares of all other classes of stock of the 
corporation to which the assets are transferred. 


The term “a party to a reorganization,” accord- 
ing to a new definition, includes “a corporation re- 
sulting from a reorganization” and also includes 
“both corporations in the case of an acquisition by 
one corporation of at least a majority of the voting 
stock and at least a majority of the total number 
of shares of all other classes of stock of another cor- 
poration.” 


The exemption for an exchange of property 
transferred to a corporation by a controlling stock- 
holder is restated without substantial change except 
that it is now clearly provided that the exemption 
applies only to an exchange made for stock or se- 
curities in such corporation, whether by one or more 
persons. 


The present provisions relating to exchanges of 
property for like kind or use are re-enacted in a 
somewhat different form and apply to exchanges 
“solely for property of a like kind to be held either 
for productive use in trade or business or for invest- 
ment.” This exemption is also extended to include 
exchanges of common stock solely for common 
stock and of preferred stock solely for preferred 
stock in the same corporation. 

In lieu of the deduction formerly allowed, a pro- 
vision of similar effect excludes from recognition 
any gain upon involuntary conversation into cash 
and is further extended to cover a case of compul- 
sory exchange for other property similar or related 
in service or use. 

The new statute contains no express provision 
in place of the former rule governing an exchange 
for a combination of property having no readily re- 
alizable market value and money or property having 
such value. Since it is provided, however, that 
only the fair market value of property (other than 
money) received upon the sale or other disposition 
of other property shall be included in the amount re- 
alized, apparently the former rule will continue in 
effect, namely, that any deficiency of the amount re- 
alized as compared with the cost or corresponding 
basis shall represent the cost or basis of the prop- 
erty received, no loss being deductible, while any ex- 
cess of the amount realized over such cost or basis 
shall constitute a taxable profit. 


With respect to the exchanges which are specific- 
ally exempt under the statute, in that the statute 
provides that no gain or loss “shall be recognized” 
if the exchange is made solely under the conditions 
described [including (1) an exchange of produc- 
tive or investment property for property of like kind, 
(2) an exchange of securities upon reorganization, 
(3) an exchange of property by a corporation for 
stock or securities upon a reorganization, or (4) an 
exchange by a controlling stockholder or stockhold- 
ers for securities of the corporation], the statute ex- 
pressly makes provision for a similar exchange 
where other consideration is received in addition. 

No loss shall be recognized in the case of any ex- 
change where money or property which is not ex- 
empt is received together with other property with- 
in one of the above statutory exceptions. This is 
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designed to prevent claims for reductions of losses 
on the ground that the statutory provisions relat- 
ing to the determination of gain where the consider- 
ation is partly exempt is wholly inapplicable to a 
case of loss. 


In all such cases except that of an exchange of 
property by a corporation for stock or securities 
pursuant to a plan of reorganization, [that is, in 
cases (1), (2), and (4), as above described], the 
gain, if any, shall be recognized but in an amount 
not in excess of the sum of the money and the fair 
market value of the property received, other than 
that specified as exempt, as under the present law. 


A new provision, explained above, provides that 
the gain upon an exchange which has the effect of a 
distribution shall be taxed as a dividend. 


Tax Exempt Exchanges 


If property was acquired upon an exchange such 
as has above been described as exempt or partly ex- 
empt, (except property acquired by a corporation 
upon the issuance of its stock or securities as the 
consideration in whole or in part, covered by the 
rule explained above), the basis for determining 
gain or loss shall be the same as in the case of the 
property given in exchange, decreased in the amount 
of any money received by the taxpayer and in- 
creased in the amount of gain or decreased in the 
amount of loss to the taxpayer which was recog- 
nized upon such exchange under the law applicable 
to the year in which it was made. In the case of an 
exchange which was partly exempt, the basis appli- 
cable to the property received shall be allocated be- 
tween the properties upon the basis of their fair 
market values at the date of exchange. 


Net Losses 


The definition of the term “net loss” is restated 
to remove ambiguities in the prior statute and to 
make clear that the amount deductible from the in- 
come of the following year shall be limited to the 
excess of the allowable deductions (excluding the 
excess of a depletion deduction based upon discov- 
ery value over such a deduction based upon cost and 
excluding amounts received as dividends by corpo- 
rations) over the entire income, taxable or exempt, 
to the extent that such excess is attributable to the 
operation of a trade or business regularly carried on 
by the taxpayer. 


Since the term “taxable year” is defined to in- 
clude a fractional part of a year for which a return 
is made pursuant to the law or regulations, and not 
merely a taxable period of twelve months as has 
been held under the prior law, a business net loss 
sustained in a taxable period covering only a por- 
tion of a year may now be carried forward against 
profits of subsequent years. 


Instead of allowing the benefit of a net loss to 
the beneficiaries of an estate or trust, as under the 
prior law, the new statute allows this deduction to 
the estate or trust itself. 
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shall not increase the amount of a gain computed 
upon the cost of 1913 value, the new statute express- 
ly provides that any tax-free distribution from earn- 
ings or profits accumulated before March 1, 1913, or 
from an increase in the value of property accrued 
before that date shall be applied against and 
reduce the basis of the stock, thus increasing the 
gain and reducing the loss otherwise determined. 
This change has the effect of preventing the recov- 
ery of the 1913 value of stock more than once with- 
out tax, as is possible under the present law. 


Distributions From Sources Other Than Profits 


It is expressly provided in the new statute, as has 
been held by ruling under the present law, that the 
amount of a distribution, not in partial or complete 
liquidation, made from sources other than earnings 
or profits, whether accumulated before or after 
March 1, 1913, and other than an increase in the 
value of property accrued before March 1, 1913, shall 
not only be applied against and reduce the basis 
for determination of gain or loss upon the subse- 
quent disposition of the stock, but that the excess 
of such amount over such basis shall be taxable as 
a gain from the sale or exchange of property. 


Change Affecting Stock Dividends 


The present ruling for taxing as a dividend the 
amount distributed upon cancellation or redemption 
of a stock dividend in such time and manner as to 
make the result essentially equivalent to the dis- 
tribution of a taxable dividend, is improved (1) by 
being made applicable to such cancellation or re- 
demption before, as well as after, the distribution 
of the stock dividend, (2) by including transactions 
which are “in whole or in part” essentially equiva- 
lent to a taxable distribution, and (3) by being 
clearly limited to such a distribution “to the extent 
that it represents a distribution of earnings or profits 
accumulated after February 28, 1923,” instead of “to 


the extent of the earnings or profits,” etc., as for- 
merly. 


The new act eliminates the prior provision to 
the effect that a distribution shall be included in 
gross income as of the date when the cash or other 


property is unqualifiedly made subject to the de- 
mands of the shareholders. 


Liquidating Dividends 


Amounts distributed in complete or partial liqui- 
dation of a corporation, which under the present 
law are not distinguished from other distributions, 
are under the new statute to be treated wholly as 
payment in exchange for the stock. It is expressly 
provided that the gain or loss shall be determined 
as in other cases of exchange and shall be entitled 
to the so-called exemptions applicable to other cases 
of exchanges. It was the intention of Congress, al- 
though not made entirely clear, that the gain in 
such a case should be considered within the pro- 
visions applicable to capital gain, which have been 
held inapplicable under the present law because 
such gain arising from a distribution does not arise 
from a “sale or exchange,” and also that such a gain 
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should be taxable in full when received by a cor- 
poration and not be deductible to any extent as a 
dividend. Of course, in any case where the per- 
sons in control of a liquidation desire to obtain any 
benefits which would be denied under the new rule, 
the accumulated profits may be distributed as a 
dividend prior to the liquidation. 


Partial Liquidations 


A distribution by a corporation in complete can- 
cellation or redemption of a part of its stock, or one 
of a series of distributions in complete cancellation 
or redemption of all or a portion of its stock, is de- 
fined by the statute as a distribution in partial liqui- 
dation. It is provided that such a distribution shall 
be treated as in part or full payment in exchange for 
stock, with gain or loss ascertained and taxed as in 
the case of a distribution in complete liquidation. 
It is, however, further provided that, except upon 
an exempt distribution in connection with a re- 
organization, the part of a distribution in partial 
liquidation which is properly chargeable to capital 
account shall not be considered a distribution of 
earnings or profits for the purpose of determining 


the taxability of subsequent distributions by the 
corporation. 


Publicity of Tax Returns 


In place of the drastic publicity provision pro- 
posed by the Norris amendment in the Senate bill, 
the statute represents a compromise under which 
the amount of tax paid by every individual and cor- 
poration will be published, complete publicity may 
be given to any return or group of returns as de- 
sired by the committees of Congress, and the entire 
record, as well as the decision in all cases before the 
Board of Tax Appeals, are open to the public. 

It is also provided that certain committees of 
Congress shall be furnished with “any data of any 
character contained in or shown by” any return that 
may be required by such committee, and shall be 
titled to inspect any return. Any relevant or use 
ful information thus obtained may be submitted by 
such committee to the Senate or the House. Prob- 
ably all returns now on file, from 1913 to date, are 
covered by this provision. This will make possible 
any desired publicity in the case of any taxpayer or 
group of taxpayers in which the public has an inter- 
est, as well as the publication of statistics of public 
interest involving information and which the law 
has heretofore required to be kept secret. 

Full publicity is also given to all proceedings 
before the newly organized Board of Tax Appeals 
and to all of its records, including all evidence re- 
ceived orally or in writing, as well as decisions 
rendered. 

As soon as practicable in each year, there is to be 
made available to public inspection in the office of 
the collector in each district, in such manner and in 
such other places as the Commissioner may de- 
termine, lists containing the name, post office ad- 
dress, and amount of income tax paid by each per- 
son making a return in that district. Except that 
the amount of tax has been added, this is the same 
as the requirement of the former law. 








Capital Loss Allowance 


Whereas the prior statute allowed losses upon 
the sale of capital assets used in the conduct of such 
trade or business to be included in full in the compu- 
tation of the net loss, the new statute applies this 
rule only to corporations. For individuals all capi- 
tal losses (defined elsewhere in the statute to in- 
clude all deductible losses sustained by the sale or 
exchange of any property other than stock held for 
resale, held for more than two years, whether or not 
held for use and disposed of in connection with the 
trade or business) are excluded from the net loss by 
a provision that they may merely offset capital 
gains. Therefore an excess of capital losses over 
capital gains, as defined by the statute, may not be 
included in the computation of the net loss of an 
individual. Apparently losses sustained by the de- 
struction, damage, or abandonment of capital assets 
are not within the exclusion and may therefore be in- 
cluded in the net loss. A capital net gain must of 
course be applied to reduce the net loss sustained in 
the same taxable year. 


Net Loss Deductions 


The deduction of a net loss of a prior year, under 
the former law, could not be availed of to reduce the 
amount of a capital net gain in a subsequent year, if 
the special rate of tax applicable to such capital net 
gain were elected by the taxpayer. Under the new 
statute, to the extent that such net loss is in excess 
of the ordinary net income for the year succeeding 
that in which the net loss was sustained, such excess 
may be applied in reduction of the capital net gain 
of the succeeding year. If the net loss exceeds both 
the ordinary net income and the capital net gain of 
the succeeding year, such excess may similarly be 
applied against the ordinary net income and the 
capital net gain of the following year. 

If in the second year the taxpayer sustains a cap- 
ital net loss, the net loss of the prior year may be 
applied against the ordinary net income for the suc- 
ceeding year and any excess may be allowed as a de- 
duction in computing the net income for the third 
year. ‘ 

Net losses sustained in 1922 and 1923 (the 
amount being computed under the Revenue Act of 
1921) may be deducted in 1924 and 1925, if appli- 
cable, under the provisions of the Revenue Act of 
1924. With respect to fiscal years and taxable peri- 
ods beginning in one calendar year and ending in 
another calendar year to which a different law is 
applicable, the net loss for such period shall be the 
aggregate of proportionate fractions of the net loss 
determined for the entire period under each of the 
applicable laws. 


New Limitations Upon Capital Losses 


Individuals are not allowed by the new law to 
reduce the amount of their net incomes subject to 
the normal tax and surtaxes by the amount of capi- 
tal losses without restriction, as heretofore. Such 
losses, sustained upon the sale or exchange of capi- 
tal assets (including any property held for more 
than two years, whether or not connected with the 
trade or business, except that stock in trade, held 
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primarily for sale in the course of business, is not 
included), together with all allowable deductions 
which are properly allocable to or chargeable 
against such capital assets disposed of during the 
taxable year, must first be applied against the “cap- 
ital gain” realized in similar transactions. The ex- 
cess, if any, is a “capital net loss.” The reduction of 
the tax on account of a capital net loss shall in no 
case exceed (a) 12% per cent of the amount of such 
net loss or (b) the amount by which the tax would 
be reduced if the capital net loss was deducted from 
the net income, whichever is less. 

The tax is first computed upon the “ordinary 
net income,” which excludes all items of capital 
gain, capital loss, and capital deductions, and such 
tax is then reduced by 12% per cent of the capital 
net loss. This result is then compared with the 
tax computed upon the entire net income, after de- 
ducting the capital net loss. Whichever tax is 
greater is the tax payable, regardless of any elec- 
tion to the taxpayer. In other words, the tax is 
computed without regard to this provision when- 
ever it would be reduced by the new rule. 


Capital Net Gain 


The new statute removes the prior limitation 
which has restricted the benefit of the special rate 
upon a capital net gain to cases where the aggregate 
tax upon the aggregate net income, including the 
capital net gain, was not less than 12% per cent. 
Under the new statute, the rate of 12% per cent 
may be applied to a large capital net gain and the 
tax upon the net income from other sources may be 
computed under the ordinary method even though it 
amounts to less than 12% per cent of the ordinary 
net income. Where the prior law conferred an ad- 
vantage only where the aggregate net income ex- 
ceeded $30,000, the new law may be beneficial if the 
net income exceeds $24,000. 

Of even greater advantage is the new provision 
to the effect that a deficit or net loss for the tax- 
able year, resulting from an excess of deductions 
over income other than capital gains, may be ap- 
plied in reduction of the capital net gain which is 
subject to the 12% per cent tax. The same rule ap- 
plies to the excess of a business net loss of a prior 
year over the ordinary net income of the taxable 
year. Under the prior law, the entire capital net 
gain was subject to the tax, without deduction for 
a net loss resulting from other transactions. 

The benefit of the capital gain tax, as well as the 
restriction upon capital net losses, is extended to 
property held for the personal use or consumption 
of the taxpayer or his family, thus including a profit 
upon the sale of a residence. Under the new statute, 
all property held for more than two years except 
stock in trade held primarily for sale in the course 
of business, or property of a kind which would 
properly be included in the inventory, is included. 


Dividends and Other Distributions 


In place of the present unsound rule that an ex- 
empt distribution from profits accumulated prior to 
March 1, 1913, shall apply to reduce the amount of 
loss deductible upon the disposition of the stock but 
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Change in Procedure for Establishing a 
Corporation’s Right to Tax Exemption 


RTICLE 511 of Regulations 62, which states 

the rules under which certain corporations, 
exempt under the provisions of Section 231 of the 
Revenue Act, may establish their right to exemp- 
tion with the Department, has been amended to 
provide that in all cases the affidavit claiming 
exemption shall be forwarded to the Commissioner 
of Internal Revenue for decision as to whether or 
not the claimant may be tax-free under the law. 


Article 511 now reads as follows: 


“In order to establish its exemption, and thus be relieved 
of the duty of filing returns of income and paying the tax, 
it is necessary that every organization claiming exemption, 
except personal service corporations, file an affidavit with 
the collector of the district in which it is located, showing 
the character of the organization, the purpose for which it 
was organized, the sources of its income and its disposition, 
whether or not any of its income is credited to surplus or 
may inure to the benefit of any private stockholder or in- 
dividual, and in general all facts relating to its operations 
which affect its right to exemption. To such affidavit 
should be attached a copy of the charter or articles of incor- 
poration and by-laws of the organization. Upon receipt of 
the affidavit and other papers by the collector, he will 
inform the organization whether or not it is exempt. If, 
however, the collector is in doubt as to the taxable status 
of the organization, he will refer the affidavit and accom- 
panying papers to the Commissioner for decision, forward 
them to the Commissioner for decision as to whether the 
organization is exempt. When an organization has estab- 
lished its right to exemption, it need not thereafter make a 
return of income or any further showing with respect to 
its status under the law, unless it changes the character 
of its organization or operations or the purpose for which it 
was originally created. Collectors will keep a list of all 
exempt corporations, to the end that they may occasionally 
inquire into their status and ascertain whether or not they 
are observing the conditions upon which their exemption is 
predicated. Personal service corporations are not exempt 
after December 31, 1921; see section 218 of the statute and 
articles 336-339.” (T. D. 3587.) 


Court Holds Net Assets May Be Basis for 
Capital Stock Tax 


HE net assets of a corporation as well as the 

market value of the shares of stock may serve 
as a basis for the levy of the capital stock tax, 
according to a decision of the Court of Claims of 
the United States in Ray Consolidated Copper Com- 
pany v. The United States. 


The basis for this decision is in substance given 


in the following selected paragraphs from the 
opinion: 

“When the Congress used the expression ‘the fair average 
value of its capital stock,’ as it did in the act of 1918, it 
manifested an intent to prescribe an equitable basis for 
the assessment of the tax, a design to apply justly a tax 
exaction which, because of its general extent, in pursuance 
of the taxing policy adopted, was incapable of restraint 
within rigid rules for ascertainment. ‘Fair’ means ‘just’; 
‘average’ indicates apportionment. It is not difficult to 
obtain an average value, and it would appear as a logical 
inference that the interposition of the adjective ‘fair’ was 
notice that in the adoption of ‘capital stock’ as the basic 
factor for computing the tax it was not always possible to 
fix its average value, and therefore some discretion, some 
leeway, must be granted, some room allowed, so that the 
burden imposed would fall with measurable equality upon 
all corporations taxed. ‘Fair value’ means market value 
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ordinarily, the amount which sellers are willing to take and 
buyers to give, and if a fair, open market were always 
available, it may well be that the fair average value of a 
corporation’s capital stock is the average ‘of its market 
value. But the vast majority of domestic corporations do 
not list their shares of stock upon the New York or local 
stock exchanges. In fact, an insignificant number do. 
Many incorporated insurance companies have no shares of 
stock; others have both preferred and common; in hundreds 
of corporations the stock is closely held and rarely, if ever, 
sold. So that it seems to us that Congress was endeavoring 
in the use of the term ‘fair average value of the capital 
stock’ to formulate a basis for the computation of the tax 
that would allow the commissioner in its assessment to 
take into consideration the resources of the corporation, its 
assets and liabilities, its entire possessions actually at work 
to produce earnings, the instrumentalities available to its 
Management as a going concern, and, from the sum total 
thus ascertained, strike a fair average value, a value fair to 
the corporation and to the Government. 

“Capital stock and shares of stock owned by an individual 
have, and always have had, a distinct meaning. How simple 
it would have been for Congress to have used the term 
‘shares of stock’ or ‘shares of capital stock,’ instead of ‘capi- 
tal stock,’ if it intended the former. If it was not con- 
templated by Congress to employ the assets of the corpora- 
tion to measure the tax, why did it use apt words to so 
indicate? It had before it the act of 1916 containing a 
descriptive provision, viz., ‘having a capital stock represented 
by shares.’ It was familiar with the legislative policy of 
taxing capital employed and used in corporate business; it 
knew excise taxes had been measured by income; it knew it 
had the unrestricted right to select the measure and method 
of computing the tax; its knowledge of corporate organiza- 
tion was complete, and from what has been said, may we 
import into the law the word ‘shares,’ when the statute 
reads ‘capital stock,’ a term when used in connection with 
corporate taxation is more frequently held to contemplate 
the actual holdings and possessions of the corporation, its 
own property, as opposed to shares of stock? More espe- 
cially is this true when the term itself is considered in con- 
nection with the express mandate to include surplus and 
undivided profits in estimating the tax.” 


At practically the same time as the above deci- 
sion was made, the opinion of the United States 
Supreme Court in Hecht v. Malley concurred with 
that of the Court of Claims in holding that “capital 
stock,” in the absence of a fixed share capital is to 
be taken as equivalent “to the capital invested in 
the business, that is the net value of the property” 
owned by a corporation or association and used in 
its business. In the Hecht v. Malley case, Massachu- 
setts trusts were held to be associations within the 
meaning of the Act of 1918 and to be subject to 
the capital stock tax imposed by that Act but not 
to be subject to the capital stock tax under the 1916 
Act, since the tax under the latter Act applied only 


to such associations as were organized under the 
statutory law. 


Decisions Favoring Taxpayer Predominate 
During Last Supreme Court Session 


UT of nine tax questions presented to the 

United States Supreme Court during the ses- 
sion recently ended, decisions in seven instances 
were decided in favor of the taxpayer and in two 
instances for the Government. The Supreme Court 
will meet again in October. 


In brief the decisions favorable to the taxpayer 
were as follows: 


1. Proceeds of life insurance policies are 
not taxable to a corporation beneficiary under 
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Distribution of Tax-Free Securi- 
ties and Their Fiscal Effects 


ONTRARY to a prevailing belief, a recent 
C report on taxation and tax-exempt income 

made by the Federal Trade Commission in- 
dicates that only a small proportion of tax-free 
securities is held by individuals subject to the 
surtaxes. 


It is disclosed that on December 31, 1922, about 
$32,000,000,000 in tax-exempt issues of various 
kinds were outstanding. Of this amount there were 
$12,000,000,000 of wholly tax-free bonds and over 
$20,000,000,000 of surtaxable securities. Of the 
wholly tax-free obligations $2,294,000,000 were fed- 
eral and $8,797,000,000 were state and local. 


The ownership of these securities as between 
different classes, according to the Commission’s 
estimates, was divided as follows: business corpora- 
tions, $11,700,000,000; individuals whose taxable 
income in 1922 exceeded $10,000 each (about 222,- 
000), $4,450,000,000; and all other holders, consist- 
ing principally of individuals with smaller incomes, 
but also of charitable institutions and others, $16,- 
770,000,000. These estimates are based on actual 
returns made to the Commission by several thous- 
‘and corporations and by several thousand individ- 
uals of large income, but are represented at best 
as only a rough approximation to the facts. 


Had the interest from these securities been tax- 
able in 1922, the revenue of the Federal Gov- 
ernment would have been increased by about 
$58,000,000. The tax-exempt interest received dur- 
ing 1922 by individuals whose taxable income 
exceeded $10,000 each is estimated at nearly $176,- 
000,000. Of this, over $97,000,000 was wholly tax- 
free and over $78,000,000 was conditionally subject 
to surtax. 


Business corporations received about $448,000,000 
in interest, which under the existing law was wholly 
tax-free. Banks and trust companies held nearly 
$5,600,000,000-of the securities and received $236,- 
000,000 of the interest. Insurance companies owned 
over $2,200,000,000 of the securities and received 
nearly $92,000,000 of tax-free interest in 1922, but 
obtained practically no benefit from the privilege. 


Other salient points of the report are published 
as presented in the summary prepared by Mr. Hus- 
ton Thompson, chairman of the Federal Trade 
Commission. 


The total. maximum addition to the income tax, under 
1922 tax rates, through the taxation of securities now 
exempt by law, would be approximately $100,000,000. The 
exemptions now made regarding Liberty bonds and certain 
other Federal obligations rest on inviolable promises, which, 
however, will not apply, to a large extent, after a few 
years. For the much larger amounts of State and local 
government bonds, the chief question is one of constitu- 
tional law. While the Supreme Court has held that the 
Sixteenth Amendment did not extend the taxing powers of 
Congress to new subjects, the decisions seem to leave it 
open whether a law requiring the inclusion of interest from 
State and local government securities in the gross amount 
of taxable income would not be upheld as constitutional. 

Between 1912 and 1922 the aggregate net debt of the 
United States, the States and the local governments in- 
creased more than six-fold, and was nearly 32 billions of 
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dollars in the latter year. The National debt increased 
from about a billion to over 22 billions, while State and 
local government debts combined increased from less than 
4 billions to nearly 9 billions. 


The enormous increase in the National debt was due, 
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of course, almost wholly to the war and its immediate con- § 


sequences. 


The major portion of the increases in the debts | 


of the State governments was due to highway construction — 


and soldiers’ bonus funds; two-fifths of the total, in 1922, 


was for highways while more than one-eighth consisted of | 


soldiers’ bonus bonds. North and South Dakota and 
Oregon have recently issued bonds for over $48,000,000 to 
relieve agricultural distress. The bonded debts of cities are 


estimated to have increased 32 per cent between 1917 and 


1922; the chief purposes were to provide facilities for public 4 


health, transportation and education. 


The aggregate tax burden for National, State and local E: 
purposes was nearly three and one-half billions of dollars | 
in 1917 and over seven and three-fourths billions in 1922, an © 


increase of 127 per cent. Only one-eighth of thé total tax 
burden in 1917, and one-ninth in 1922, was for State pur- 
poses. 


cas 


In 1917, nearly three-fifths of all taxes collected 7 


were for local purposes, but in 1922, although local taxes © 


almost equalled the whole tax burden of the country five 7 


years before, their proportion had decreased to a little over | 


two-fifths of the total. 


Federal taxes, which were about @ 


one billion dollars in 1917, or less than one-third of the © 
whole burden, were over $3,600,000,000 in 1922, or three and © 


one-half times as great, and constituted nearly one-half of 7 


the total tax burden of the country. 


The aggregate of National, State and local taxes was 
heaviest per capita among the North Atlantic, Rocky Moun- 


tain, and the Pacific States, but it was most burdensome to 7 
agricultural communities, particularly in the wheat-raising | 


states, which suffered from an unprecedented price decline 7 
for their products, while the general price level remained § 
high. Reflecting the economic distress of the agricultural | 


population, the mercantile and bank failures in Idaho, K 


from 1919 to 1924 in much greater proportion than in the 
country as a whole. 


an- 
sas, Nebraska, Iowa, the Dakotas, and Montana increased 7 


Nearly one-fourth of all the farmers 


in Kansas and Iowa, nearly three out of every ten farmers © 
in Nebraska, nearly four out of every ten in South Dakota, | 


over half those in North Dakota, and five farmers out of 
every eight in Montana have either lost their properties in 


bankruptcy or foreclosure proceedings or otherwise, or / 
retained them only through the leniency of their creditors. | 
Plans for a reduction of the present great burdéns of taxa- | 


tion should be adjusted especially with a view to this 7 


depressed condition of agriculture. 


Solicitor Reconsiders Question Involving” 


California Community Property 


HE Attorney General under date of May 27th | 


withdrew his opinion as of March 8th holding 


sae 


that a husband and wife domiciled in the State of 7 
California may render separate tax returns and each / 
report as gross income one-half of the income which | 
under the laws of that state becomes community} 


property upon receipt. 
The Commissioner of Internal Revenue, there- 


fore, has announced that Treasury Decision 3569,” 


which made the Solicitor’s opinion as of March 8 
effective as a department ruling, has been sus- 
pended pending further consideration of the matter 
by the Attorney General. The auditing and closing 
upon a community property basis of both income 
and estate tax cases arising in the State of Cali- 
fornia are being held in abeyance. 
sioner advises that taxpayers may, meanwhile, take 
such steps to protect their interests by the filing of 
waivers or claims for refund as they may deem 
advisable. 
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the Act of 1918—United States v. The Supplee 
Biddle Hardware Co. 

2. Bequests to executors in lieu of compen- 
sation held not taxable —United States v. Mer- 
riam. 

3. Religious corporation receiving large in- 
come from rents, dividends, interest, and sale 
of goods held tax-exempt.—Trindad v. Sagrada 
Orden de Predicadores, etc. 

4. Charitable bequest of residue after cer- 
tain legacies not reducible by amount of fed- 
eral estate tax in determining deduction allow- 
able in computation of federal estate tax.— 
Edwards v. Slocum. 

5. Certain Massachusetts trusts not subject 
to capital stock tax under 1916 Act.—Hecht v. 
Malley. 

6. Stock received for stock upon reorganiza- 
tion of a corporation is not a taxable transac- 
tion under the 1916 Act.—Weiss v. Stearn. 

7. The test of adulterated butter prescribed 
by the regulations as butter containing 16% or 
more of moisture was held inconsistent with 
the Act.—Lynch v. Tilden Produce Co. 


The two decisions in favor of the Government 
follow: 


1. Citizens of the United St.tes residing 
abroad are taxable on income from property 
in a foreign country.—Cook v. Lait. 


2. Certain Massachusetts trusts were held 
subject to capital stock tax under the 1918 Act. 
—Hecht v. Malley. 


Bar Association Takes Active Part in 


Meliorating Tax Laws 


HE Act of March 13, 1924, which under cer- 

tain conditions extends the period for filing 
claims for refund of taxes for the taxable years 1917 
and 1918, was passed largely through the efforts of 
the Special Committee on Federal Taxation ap- 
pointed by the ‘American Bar Association, as is dis- 
closed in a report to be presented at the 47th An- 
nual Meeting to be held at Philadelphia beginning 
July 8. 

Among the future objectives, the Committee 
seeks the enactment of a unified and simplified 
statute of limitaticns as applied to federal taxation 
and legislation to settle the question of whether or 
not the Court of Claims and the District Courts 
have jurisdiction over refund and credit claims aris- 
ing under Section 252 of the 1918 and 1921 Revenue 
Acts. 

The full report to be made by the Committee 
follows: 

An organization meeting of the Committee on Federal 
Taxation was held in Washington, D. C., Tuesday, February 


5, 1924. At this meeting it was decided that the committee 
should undertake the following program for the year: 


1. As in the past, to continue to act as a clearing house 
for all members of the association and the bar generally 
who have complaints or suggestions to make relative to 
the administration and procedure of the Treasury Depart- 
ment in the collection of taxes. 


a ° Se endeavor to secure the necessary legislation to 
protect the rights of taxpayers who have filed with the 
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Commissioner of Internal Revenue waivers of the statute 
of limitations as applied to the collection of the 1917 and 
1918 income and excess profits taxes. 


3. To undertake the study of a uniform and simplified 
statute of limitations as applied to federal taxation. 


4. To endorse informally the principle of the proposal 
in the so-called Mellon Bill to differentiate earned income 
arising from wages, salaries and professional fees from 
income received on capital. 


In its first function outlined above, the committee has 
received several suggestions from members of the Associa- 
tion regarding administrative features of the revenue laws 
and the regulations issued by the Department in interpreta- 
tion of the laws: Those suggestions with which the com- 
mittee has been able to reach an agreement, it has passed 
with its endorsement to the members of Congress and the 
officers of the Treasury Department. The committee ex- 
presses the hope that it will always be resorted to by mem- 
bers of the Association who have suggestions to make rela- 
tive to the law, the regulations, or the operations of the 
Treasury Department. 


With reference to the second province of the committee, 
namely, the securing of the necessary legislation to protect 
the rights of taxpayers who have filed waivers of the statute 
of limitations as applied to the collection of 1917 and 1918 


taxes, the committee has already reported in the May issue | 


of the Journal of the American Bar Association the passage 
of the act of March 13, 1924, providing in substance that 
the taxpayer who has filed on or before June 15, 1924, a 
waiver of his right to have his income tax assessed within 


five years after his return was filed for the years 1917 and | 


1918 is granted an extension of time within which to file a 
credit or refund claim. In proposing the legislation which 
finally resulted in the act cited, the committee received the 
most hearty co-operation from Congressman Fairchild of 
New York, Senator Reed of Pennsylvania and the officials 
of the Treasury Department. 


as amended March 4, 1923, to read as follows: 
Provided further, That if the taxpayer has, within five 


years from the time the return for the taxable year 1917 ~ 
was due, filed a waiver of his right to have the taxes due | 


for such taxable year determined and assessed within five 
years after the return was filed, or if he has, on or before 


June 15, 1924, filed such a waiver in respect of the taxes due / 
for the taxable year 1918, then such credit or refund relating © 
to the taxes for the year in respect of which the waiver was /— 
filed shall be allowed or made if claim therefor is filed 7 


either on or before April 1, 1925, or within two years from 
the time the tax was paid. 


This amendment to the 1921 Revenue Act affecting the 7 
taxable years 1917 and 1918 was similar in principle to © 
the Act of March 4, 1923, amending the same act as affect- © 


ing the taxable year 1917. 


The necessity for this legislation arose from the fact 3 


The act as passed amended — 
the second proviso of Section 252 of the 1921 Revenue Act | 


that the Bureau of Internal Revenue, nearing the time | 


when the statute of limitations might be pleaded by tax- 


payers against additional assessments, notified the taxpayers © 


Lab SOV A a a 








that if they did not file waivers of their rights to limit the 7 


time within which the Commissioner of Internal Revenue | 
could make assessment, an arbitrary assessment would be © 


made at once at a figure sufficiently high to assure the | 


Government that all the tax possible was obtained. 
of the tremendous financial embarrassment that would re- 
sult to many taxpayers if such an arbitrary assessment 


In view § 


were made, the taxpayers so addressed, filed by the thous- | 


ands waivers of their right to insist upon assessment within 7 
The result was not only a/ 


the time set by the statute. 
surrender by the taxpayer of a right about to accrue to him, 
but while the taxpayer under such circumstances waived 
his right to limit his assessment by the commissioner, the 
commissioner had no authority to grant an extension of 
the time within which the taxpayer might file his claim 
for a refund or credit of the taxes already paid. The 


effect of the Act of March 13, 1924, and the Act of March | 
4, 1923, both secured largely through the efforts of your | 


committee, has been to give to the taxpayers of the country, 
and particularly their attorneys, an additional period within 
which to file refund or credit claims, thus securing for 
them something in return for their forced surrender of 
their rights to limit the period within which the Com- 
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missioner of Internal Revenue can assess taxes found to 
be due. 

In regard to this legislation, it may be interesting to 
note that:the bill was introduced on February 12, and, not- 
withstanding the terrific congestion in which Congress 
found itself, was enacted on March 13. To a large extent 
at least, this early enactment was due to the effort which 
the members of your committee gave to the securing of 
the interest of the members of Congress in the prompt pas- 
sage of this bill. 

With regard to the third province of the committee, 
namely, a study of a uniform and simplified statute of 
limitations, this work has not yet progressed to a point 
where the committee is ready to express itself formally. 
However, some of the improvements in the 1924 act may, to 
some extent, be attributed to interviews between your com- 
mittee and those in charge of that legislation. 

The endorsement of the proposal in the so-called Mellon 
bill to differentiate earned income received in wages, sal- 
aries and professional fees from income resulting from capi- 
tal has called for no active pushing upon the part of this 
committee. Much preliminary work was done on this 
matter last year by this committee’s predecessors and the 
sentiment favoring a differential for earned income demon- 
strated to the Treasury officials and members of Congress. 
The committee has not attempted to advocate the exact 
form this differential should take. 

At the time this report goes to press, your committee is 
considering the undertaking of recommending legislation to 
settle the question as to whether or not the Court of Claims 
and the District Courts have jurisdiction over refund and 
credit claims arising under Section 252 of the 1918 and 1921 
Revenue Acts. In the case of Erskine v. The United States, 
No. C-769, Court of Claims, a demurrer has been advanced 
by the Department of Justice contending that the Court of 
Claims does not* have jurisdiction of claims for the refund 
and credit of income tax payments since the passage of 
Section 252 of the 1918 Revenue Act. The committee is 
watching the situation closely and will undertake to recom- 
mend whatever legislative action may seem desirable. 

Respectfully submitted, 
Charles Henry Butler, Chairman, 
George Maurice Morris, Secretary 
Murray M. Shoemaker, F. S. Tyler, Parker H. 
Hoag, W. M. Crook, Louis A. Lecher. 


New Grounds for Refund May Not Be 
Added to Original Claim 


N VIEW of the number of claims for refund 

recently filed, which have inadequately stated 
the grounds on which the allowance should be made, 
there is special significance in a recent decision of 
the Solicitor of Internal Revenue (L. O. 1116), hold- 
ing that a claim for refund cannot be reopened for 
consideration of a new and distinct ground, where 
an original claim for refund has been rejected in 
full. A new claim may, however, be filed if the 
statutory period has not expired. 

An informal claim for refund made by letter to 
the commissioner within the statutory period must 
be perfected by full compliance with the Regula- 
tions and when so perfected will relate back to the 
time the letter was filed. 

The opinion was given in a case which involved 
a claim for refund on behalf of an estate. The claim 
was rejected on January 9, 1922, and on May 6, 
1922, the attorneys for the estate sought to have 
the claim reconsidered on a ground entirely foreign 
to the three in the original claim. 

In rejecting the request for reconsideration of the 
claim the Solicitor said, in part: 


_“It is conceivable that an elaboration of the grounds re- 
lied upon by a claimant to obtain a refund of taxes might, 
atter his claim was filed, be desirable or necessary, and the 
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insertion, under the prescribed regulations, of such addi- 
tional matter in support of the grounds specified would 
probably be denominated an amendment of the claim. This, 
however, is not such a case. Here the claimant set up an 
entirely new ground having not even the remotest connec- 
tion with or reference to the grounds originally specified, 
and, it is to be noted, not until some months after the orig- 
inal claim had been finally rejected. 


“If the introduction of a new ground for allowance were 
permitted as an amendment of an original claim it would 
have the practical effect of keeping the claim alive indefi- 
nitely and, if allowed in whole or in part, requiring interest 
to be paid, upon the amount allowed as a refund, from six 
months after the date of filing the original claim. (Section 
1324 (a) 3, Revenue Act of 1921.) 


“If the principle for which the claimant contends were 
recognized and adopted, a claim could never be considered 
as closed until every conceivable ground for reopening and 
reconsideration were exhausted, which might easily lead to 
the anomalous situation where, after a considerable number 
of years, the accrued interest on an item eventually dis- 
covered as allowable would exceed the amount of the item 
itself. It is not believed that this result was intended by 
Congress in enacting section 1324, providing for the pay- 
ment of interest on refunds or credits, particularly in a case 
such as this, where the ground for refund was not only 
known to the claimant at the time of filing the original 
claim but had, in reality, existed for more than two years 
prior to the date of such filing. 


*_ *+ *+ * © 


“From the phraseology of Regulations 14 it is evident 
that the Treasury Department contemplated tke presenta- 
tion, in good faith, of refund claims on a form designed for 
the purpose, or at least in a manner substantially as outlined 
on the printed form, and that the reason or grounds for re- 
fund would be set forth frankly and ‘completely,’ under 
oath, so that, as so submitted, the Commissioner would have 
before him all the grounds on which claimant relied; and 
that it did not contemplate that claim should be made in 
blanket form, with obviously inadequate grounds for de- 
manding the amount claimed, or that a claimant should ask 
the refund of only a nominal sum, with the apparent intent 
of filing a claim to be amended or added to at will or one 
to merely defeat the statute of limitations. In fact, in Hicks 
v. James, supra. the Circuit Court for the Eastern District 
of Virginia specifically called attention to the possibility of 
claimants presenting their claims in irregular form for the 
purpose of contravening the object of the law. 


“As the regulations prescribed that all the facts relied 
upon in support of the claim be clearly set forth under oath 
and the form of claim-affidavit required the claimant to take 
oath that the claim made is ‘complete’ in substance, a claim 
so submitted must be treated as a complete claim, provided 
the other provisions of the regulations have been followed 
in the preparation and presentation thereof. 


* * * * * 


“Except as modified by settion 252, which has no appli- 
cation to the instant case, the language of section 3228, 
Revised Statutes, that all claims for the refunding of any 
tax must be presented to the Commissioner within four 
years next after payment of the tax sought to be refunded, 
may be construed to permit the filing of separate claims 
for refund of a single tax or portion thereof, so long as all 
the claims are filed within the four-year period of limita- 
tions. To permit the filing of additional claims setting up 
new grounds for refund, as amendments of an original 
claim, with no limit as to the time for such filing, after the 
original claim has been decided and after the statutory 
period has expired, would to a large extent nullify the 
intent of Congress in providing a statute of limitations for 
filing of claims. On the other hand, no hardship is imposed 
upon the taxpayer in requiring him to file new claims if 
he wishes to set up different grounds for refund within the 
four-year statutory period, for the regulations already 
require his claim or any amendment to be made under oath, 
and the most convenient method of complying with that 
and other requirements of the regulations is to use either 
the form provided by the department for that purpose or 
one prepared by the claimant himself sufficiently like Form 
843 to comply with the regulations.” 
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Republican Party Tax Declaration 


HE Republican Party in its platform finds little 
consolation in the new tax law. Instead of 
pointing with pride to the substantial tax reduc- 
tions effected, the administration disappointment 
over the defeat of the Mellon rate schedules is re- 
flected in the observation that Congress devoted it- 
self to “tax reduction” but left the problem of “tax 
reform” wholly unsettled. 
While the average taxpayer may not consider it 
important to differentiate between tax reform and 
tax reduction, the discrimination made by the Re- 
publicans is significant in that it paves the way for 
another effort to revise the tax law. The opinion 
predominates that the next Congress will be even 
more radical than the present, hence the outlook is 
not conspicuously bright for “tax reform.” 
The plank in the platform outlining the party 
principles on taxation follows: 

The assessment of taxes wisely and scientifically collected 
and the efficient and economical expenditure of the money 
received by the Government are essential to the prosperity 
of our nation. Carelessness in levying taxes inevitably 
breeds extravagance in expenditures. The wisest of taxa- 
tion rests most rightly on the individual and economic life 
of the country. The public demand for a sound tax policy 
is insistent. 

Progressive tax reduction should be accomplished through 
tax reform. It should not be confined to less than 4,000,000 
of our citizens who pay direct taxes, but is the right of 
100,000,000 who are daily paying their taxes through their 
living expenses. Congress in the main has confined its 
attention to tax reduction. The matter of tax reform is 
unsettled and is equally essential. ; 

We pledge ourselves to the progressive reduction of taxes 
of all the people as rapidly as may be done with due regard 
for the essential expenditures of the Government admin- 
istered with rigid economy, and to place our tax system on 
a sound, peace time basis. 

We endorse the plan of President Coolidge to call in 
November a national conference of Federal and State offi- 
cials for the development of effective methods of lightening 
the tax burdens of our citizens and adjusting questions of 
taxation between national and state governments. 

We favor the creation by appropriate legislation of a non- 
partisan federal commission to make a comprehensive 
study and report upon the States and Federal Government 
with a view to an intelligent reformation of our systems of 
taxation to a more equitable basis, and a proper adjustment 
of the subjects of taxation between the national and state gov- 
ernments, with justice to the taxpayer and in conformity with 
these sound economic principles. 


Jurisdiction of the Board of Tax Appeals 


Among the questions which have arisen in inter- 
pretation of the Revenue Act of 1924 is that con- 
cerning the jurisdiction of the Board of Tax Ap- 
peals over tax cases arising under prior acts. 

Section 900, which creates the new board and 
specifies its duties, expressly authorizes it to “hear 
and determine appeals filed under sections 274, 279, 
308, and 312.” Section 274 permits the filing of tax 
appeals only with reference to “a deficiency in 
respect of the tax imposed by this title”; referring 
to the income tax and estate tax titles under the 
new law which imposes taxes only on incomes 
received after January 1, 1924, and upon the estates 
of decedents who die after January 2, 1924. Section 
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279 makes provision for appeals from denials of 
claims for abatement, but only such appeals as are 
filed after assessment of a deficiency under the new 
statute. Sections 308 and 312 provide for the assess- 
ment of a deficiency in estate and income taxes of a 
decedent under the new law and prescribe the 
recourse available to the fiduciary. The statute 
elsewhere defines the word “deficiency” so as to 
limit its application to a tax imposed by the new 
law. There is, therefore, nothing in Section 900 
which even implies that the Board of Tax Appeals 
shall have authority in appeals arising from taxes 
imposed under the Act of 1921 and earlier revenue 
laws. 

However, Section 280 provides that assessments 
under prior acts shall be assessed, collected and paid 
in the same manner and subject to the same provi- 
sions and limitations * * * as in the case of 
the taxes imposed by this title, * * *.” This 
section, as stated by one of the leading collabora- 
tors in the actual drafting of the law, was intended 
to give the Board of Tax Appeals jurisdiction over 
appeals from proposed assessments under the rev- 
enue acts preceding the Revenue Act of 1924, and 
such a construction will no doubt be made by the 
Treasury Department. ; 

If the Government decides to construe the duties 
of the board according to the intent of Congress as 
implied in Section 280, rather than as explicitly de- 
tailed in Section 900, there is little doubt but that 
the jurisdiction of the board will be contested, espe- 
cially in view of the announcement of the Secretary 
of the Treasury that the publicity provisions of the 
new law will apply to all cases coming before the 


Board of Tax Appeals, regardless of the tax year | 


affected. 

Should the courts sustain the interpretation of the 
new law that the board has authority to settle tax 
disputes arising under prior laws, that construction 
will have a tendency to induce taxpayers to effect a 
settlement within the Income Tax Unit, if possible, 
even at a sacrifice, rather than to allow cases to be 
brought before the board under the conditions that 
are to prevail. 


A Unique Tax Law Provision 
Deeply secluded in a long paragraph of the Rev- 


enue Act of 1924, is a clause, identified as Section | 
214 (a) (10), introduced under interesting circum- 7 


stances. It provides that if a taxpayer has during 


any taxable year and for each of the ten preceding 4 


taxable years given 90 per cent of his net income to 


such purposes for which a deduction is allowable 4 
under the Act, the deduction will not be limited to F 


15 per cent of the net income, but instead the entire 
amount of contributions will be exempt from tax. 

Obviously such a provision will not be of wide 
benefit for there are few individuals who for eleven 
successive years give away each year 90 per cent 
of their income to charity. 
are informed, was put there to cover the income of 
only one individual, Mother Catherine, head of a 
Roman Catholic sisterhood. 








In fact the clause, we = 
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Philadelphia and every year.she has donated her 
share of a great fortune to charity—the building of 
homes for friendless girls. Under prior laws, all of 
the gifts above 15 per cent have been subject to 
the income tax and the amount available for charity 
has been reduced by the amount of the tax. 


Senator Pepper of Pennsylvania is credited with 
having obtained the special exemption inserted and 
now all of Mother Catherine’s income will go to- 
ward the care of friendless girls. 


Republican Tax Legislation—An Economic 


Review and Forecast 
(Continued from page 198) 


run and besides, something might happen to make 
it most difficult to pay later. So it is with the 
Government. Actually, this new revenue law will 
bring just the opposite from a reduction, it will 
result in a postponement with added interest, and 
this results in increased taxes. Undoubtedly, from 
the point of view of our future foreign relations, it 
is not good business to postpone debt liquidation. 
Freedom from debts is the best form of prepared- 


ness. It puts the nation in condition for emer- 
gencies. It is worth a fleet of battleships, in its 


effect, upon foreign powers. 

What of the future? Owing to the bonus, vet- 
erans relief, farmers relief and other extraordinary 
emergencies, there will probably not be for many 
years to come another such drastic reduction in 
tax rates. Especially is this true when it becomes 
generally known that tax reduction actually means 
only tax postponement. If the Democrats win next 
fall this may mean tariff reduction which will neces- 
sitate income tax increase. In any event there is 
considerable in support of the argument for the 
claim that only tariff reduction will bring about 
relief to the farmers. Administrative changes will 
be made and there will be a shifting in the tax bur- 
den. There will be a constant effort to reduce sur- 
taxes. The 1924 Revenue law left the corporation 
tax entirely untouched. There probably should 
have been some reduction in these instead of giving 
it all to individuals. Those corporations which 
make only a small profit on their investment should 
have been given consideration. They actually need 
relief. The present taxes amount to about 14 per 
cent on their earnings. This is excessive where 
less than eight per cent on the investment is being 
earned. In these cases the tax is obviously repres- 
sive to business. A different rate should be applied 
to corporations making a lot of money than to those 
just barely getting by. The ability to pay should 
be considered here as well as in the case of indi- 
viduals. Corporations should organize themselves 
into a group for this purpose. Not until then will 
they be given consideration that is due them. 

If the lawmakers ever really want to remedy the 
evil caused by tax exempt bonds, consideration will 
be given to the proposals first submitted by former 
Secretary of the Treasury Glass and now again ad- 
vanced by Secretary of the Federal Trade Commis- 
sion, Huston Thompson. It is proposed that an 
individual’s income from tax-exempt sources be 
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taken into account in determining the normal tax 
and surtax rates to be applied to the taxable portion 
of his income. Thus if an individual received an 
income of $50,000 from taxable sources and an 
income of $25,000 from tax-exempt sources, the 
latter would be treated as constituting the first 
$25,000 of his total of $75,000, but be exempt from 
taxation, and thus the $50,000 of taxable income 
would, under present rates, be subject to the nor- 
mal tax of 6 per cent and the surtax rates that 
apply to the brackets between $25,000 and $75,000 
This device would tax the individual’s taxable 
income more nearly in conformity with the faculty 
theory, i. e., his ability to pay, than is the case under 
present methods, which treat him as if his taxable 
income of $50,000 were the only income he received. 
We will never change from taxing income to 
taxing expenditures. For more than 200 years the 
development in all democratic countries has been 
away from sales taxes and towards income taxes. 
This is an inevitable democratic tendency. The 
complete failure to enact a sales tax as part of a 
measure so popular as the soldiers’ bonus indicates 
to a slight degree how hopeless it is to expect any 
radical change in our tax laws. For historical and 
political reasons there will be no general sales tax. 
The great fundamental principle upon which our 
tax is based is this: “You fellows who can best 
afford to pay should do the paying.” This is a 
just principle, a democratic principle, and will be 
followed in the drafting of all federal tax laws. 
The Boston Tea Party was organized to bring 
about tax reforms. It was ever thus; it will always 
be thus. Whether the Democrats or the Republi- 
cans win next fall, the winners will consider it 
their paramount duty to bring about tax reforms. 
Their platforms call for this. There have been im- 
provements. The 1917 law was crude indeed com- 
pared to the 1921 law. The 1921 law was a more 
finished product and now the new law is much more 
scientific than its immediate predecessor. Federal 
taxes are more fair than they were, but the law is 
infinitely more complicated. This will be the drift, 
fairer but more complex—but never fair enough. 


Loss on Property Sales 


WO recent court decisions under the Act of -1918 are of 
i particular interest to taxpayers who, while the 1918 Act 
was in effect, sold at a loss property acquired before 
March 1, 1913. Under rulings of the Department then in effect 
the taxpayer was required to use the cost of his property as the 
basis in determiring the amount of loss upon a sale, where the 
value as of March 1, 1913, was greater than cost. It has been 
held, however, that in such a case the taxpayer is entitled to use 
the March 1, 1913, value of his property in determining the 
#mount of the loss, and hence is entitled to a larger deduction 
than if computed in accordance with the rulings of the Treas- 
ury Department.—Flannery, et al., v. United States (not yet 
reported) U. S. Ct. ef Cls, and Vance v. McLaughlin, U. S. 
Dist Ct., N. D. Cal. The former case will be appealed to the 
United States a Court. 
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Payments of Income Tax Refunds for 1923 
to Begin July 1 


HE Treasury Department will be able early in 

July to start refund payments of more than 
$16,000,000 in income taxes overpaid on March 15, 
as a result of the 25 per cent reduction in taxés 
granted by Congress for the taxable year 1923. 


It was feared that repayments would be delayed 
on account of the failure of Congress to pass the 
deficiency bill, which would have provided a special 
fund for that purpose, but Comptroller General 
McCarl has advised the Treasury that it may use 
any funds appropriated for reimbursement of il- 
legally collected taxes. Congress since January 1 
has provided $117,000,000 for the Treasury in re- 
funding taxes illegally collected. About $30,000,000 
of this fund remains, which under the McCarl deci- 
sion can be used in settling with the 1,085,000 per- 
sons who on March 15 paid all of the taxes then due 
for the year. Most of the individual refunds pay- 
able are in amounts not exceeding $100. 


Conflict Over Choice of Members for 
Board of Tax Appeals 


Sb Treasury Department and the White 
House, it appears, are being subjected to pres- 
sure from two opposing forces who seek to influ- 
ence the selection of members for the Board of Tax 
Appeals. One group favors choosing the board 
from the Treasury staff and the other is vigorously 
protesting against such a course. 

The objectors to making up the board from 
Treasury experts complain that the experts would 
be too deeply steeped in Treasury traditions and 
procedure to represent the taxpayer as well as the 
Government in the disputes that will come up. A 
protest has been made to President Coolidge by 
those who consider it unwise to compose the board 
of Treasury experts. 

The other group maintains that the Treasury 
experts are familiar with practically all of the in- 
tricate questions that will be involved, and have, at 
any rate, a fine groundwork in others which may 
arise, whereas if men unfamiliar with administra- 
tion of tdx laws are chosen, they will have to spend 
months in study before they can be efficient. It is 
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also said that it will be extremely difficult to obtain | 


thoroughly equipped men outside the Treasury who 
will be willing to work for the $7,500 salary pro- 
vided. 


Proceeds of Life Insurance Payable to a 
Corporation Not Taxable 


ANY corporations will be entitled to a refund 
of taxes paid for previous years as a result 
of the Supreme Court decision in The United States 
v. The Supplee-Biddle Hardware Company, 
was held that the proceeds of a life insurance policy 


do not constitute taxable income under the Act 9 


of 1918. 


The Court in its opinion stated that the Treas- | 
ury Department erred in assuming that Congress 7 
intended by Sections 233 and 213 to distinguish 
corporate | 
beneficiaries in including the proceeds of life insur- | 


between individual beneficiaries and 


ance as within gross income. Under the estate tax 
provisions of the 1918 Act the proceeds of a life 


insurance is considered as capital and not income. 7 
It was the opinion of the Court that, if Congress 7 
had intended that a classification of such income |” 


different from the popular conception of it as capi- 


tal, and not a periodical return, should be made, 7 
such a purpose should have been definitely ex- 7 


pressed, as it is not in the statute. 


Treasury Surplus to Show Larger Increase |" 


Than Was Anticipated 


AS tk Ge has been made by Herbert | 


M. Lord, Director of the Budget, that there 
will be a surplus at the close of the current fiscal 


year of between $350,000,000 and $400,000,000, not- 7 
withstanding the reduction of 25% in income taxes a 


for the taxable year 1923. 


The Treasury estimated in November that the | 


surplus would be $329,000,000 and these were the | 


figures adhered to during the controversy over the | 


soldiers’ bonus. It is said that Chairman Green of |) 


the Ways and Means Committee and Senator : 
Smoot of the Finance Committee were aware of § ‘ 


the probabilities of a more favorable Treasury situ- 
ation when the bonus bill was passed over the | 
President’s veto and ahead of the tax reduction bill. 
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328-336 Woodward Building 
i ima sania ae i ra Washington, D.C. 
Robertson, Furman & Murphy Specializing in Representation of non-resident 


Attorneys and Accountants 
TAX CONSULTANTS 
Engineers, Lawyers 


6. M. Mac Dowell Louis B. Montfort 
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Partial Liquidations of Corporations— numerous: (1) Only in very closely held corpora- 
An Analysis tions could the necessary consent be secured; (2) 
(Costinnil tems ater 20) an active prosperous business could not afford to re- 

inue e 


linquish enough capital to make this procedure of 
any distinct advantage; (3) the tax would not be 
eliminated but only deferred; (4) legal steps and 
management difficulties would have to be faced; (5) 
the value of the remaining stock would be seriously 
affected, and no stock dividend could correct this; 
(6) the device would be of doubtful efficacy since it 
might be considered an evasion; besides Section 220 
may not be entirely atrophied through disuse and 
the presence of sufficient distributable and unneces- 
sary funds may be a proper occasion for invoking it. 


tary claims. A partial liquidation, on the other hand, 
differs in all these particulars. The consideration is 
fixed by contract and opens up questions of the dis- 
cretion of the board of directors. The amount dis- 
tributed may be more or less than the capital paid-in 
for the shares. It may be more or less than the 
» market value of the shares. The price will be gov- 
erned by questions of policy into which many fac- 
tors may enter. The Department may have to hold 
itself ready to inquire into all of these in order to 
determine whether it is willing to permit the distri- 


: : ; . In summary, therefore, the status of the partial 
a bution of capital while taxable profits remain un- liquidation is this: 

“ distributed. . ; (1) As to the corporation, the part properly 
- » The result is that a corporation may make a cash chargeable to capital stock must be so charged on 
y distribution in the form of a partial liquidation of an the books even if earnings or profits remain undis- 
, amount not exceeding the cost or other basis of the tributed; this will preserve the taxability of subse- 
Ss stock, without causing the stockholders to incur any 


‘ ‘ ogi . an’ quent distributions by the corporation. 

vob be ge ut bens “as prvnet “a - 1 a ol (2) As to the stockholder, he must compare the 
‘ wee F ied ni se f . sig ‘dt rg eae amount received by him with the cost or other basis 
5 ve ge on — ae poe or ne et > . of the shares surrendered. Any excess is subject to 
ee es ee ee tienoniae the rule of priorities already described, and taxed 
) proportionate interests as before. This becomes accordingly 

"clearer from an examination of the following bal- ; 

: : The advantage secured by the enactment of the 
© ance sheets: : Necanes a 
Revenue Act of 1924 is the substitution of explicit 


Balance sheet before distribution. provision of Congress for administrative interpreta- 
















See $100,000 Capital stock... .$100,000 tion by the Department. 

jm Other assets...... 100,000 eee 100,000 

3 Balance sheet after $50,000 of stock is retired at par. 

BCAON o p:ecrowareria cise $50,000 Capital stocks...» $50,000 

@ Other assets ....... 100,000 UEP 5 oicdcslahois vic 100,000 

Balance sheet after $50,000 cash dividend is paid. i A * FRE Absolute 

* eee. $50,000 Capital stock... .$100,000 Security 
Other assets ...... 100,000 Surplus ......... 50,000 


i If the 1924 Act did not supply an omission in the 
earlier Acts, only one more step would be needed to 
» make the results indentical, namely, the declaration 
J of a stock dividend. 


Balance sheet after $50,000 stock is retired at par and $50,000 
stock dividend is declared. 


are * $50,000 Capital stock....$100,000 
i Other assets........ 100,000 Se 50,000 


and 
Per Cent 
Earnings 


Com pounded :Semi-Annually 


Savings and Earnings Non-Taxable 


Home Building and Loan Association | 
Boston at Third St., TULSA, OKLA. 


GREGERSON BROTHERS 


CERTIFIED PUBLIC ACCOUNTANTS 
INCOME TAX CONSULTANTS 


SPECIALISTS ON FEDERAL INCOME TAX PROBLEMS FOR CURRENT YEAR AS WELL AS ADDITIONAL 
ASSESSMENTS FOR PRIOR YEARS 





There is little likelihood, however, that any cor- 
poration would resort to this device. Objections are 


OMAHA NATIONAL BANK BLDG., OMAHA, NEBRASKA 





Series ““A”’ 


Truscon Copper Steel 
roof or ‘“Steeldeck” 


roof, asbestos covered. 


so 


TYPE 1-S 
Widths—32'-40'-48 -50'-60'-68' 
Lengths—Multiples of 2-0° 

TYPE-1~ Widths—8-12-16-20-24'.28' 


ie Ct 


TYPE 2 
Widths—40'-48 -S0' 56-'60 
Multiples of 2. 


Po 


TYPE 3 
Widths — 56 -60'-64'-68 -72-76 -80'-84-88'-96 
98-106 -108'-116 
Multiples of 2. 


TYPE 3M 
Widths— 60'-64'-68'-72-76 -80'-84-88'-90-96-98 
100-106 -108'-116 
Multiples of 2'-0° 


SAWTOOTH 
Widths—Aay Multiple of 250° 
Lengths—Multiples of 2-0" 


Lanterns, if desired 
, on Types 1-S, 2 and 3 
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DARD BUILDINGS 


Truscon Standard Buildings 
Now Meet Every Need 


Always in the lead, Truscon Standard Buildings now offer 
new developments tested by years of use. You obtain flat 
or pitched roof types or combinations, individually de- 
signed to meet your exact requirements. You have un- 
limited choice of sizes, layouts and arrangements of doors 
and windows. ‘The ideal fireproof building for all one- 
story and many two-story uses. 


**Steeldeck’’ Roof—Ashestos-Covered 


A fireproof roof which is light in weight, weathertight, 
durable and economical. Made of copper steel for perma- 
nence. Covered with asbestos roofing, cemented with 
asphalt. Extremely rigid. Used on either flat or pitched 


roofs. 
Get New Building Book 


Truscon Engineers will show you how you can obtain the 
building that will meet every requirement. You get an 
exact cost bid—one contract—no extras. Return the 
coupon today or write us. 


TRUSCON STEEL CO. 
YOUNGSTOWN, OHIO 
Warehouses and Offices from Pacific to Atlantic. 


For addresses see ‘pnone books of principal cities. 
Canada: Walkerville,Ont. Export Div.: New York 
Send useful building book and suggestions on build- 
ee UD I I I tree se ee se 
Type........Series Length Width_..... Height 
Name 


Address 


July, 1924 


Series “‘B”’ 
Truscon “ Steeldeck” | 


roof, asbestos covered on 
all series “B” buildings. 


cone 


TYPE I 
 cctieeta:” ~ Seteaetel 
Lengthe—Multiples of 2-0’ 


a 


TYPE 2 
Widths —40'-48'-56'-60'-64'-80'-100'-120' 
. Lengths—Multiples of 2'-0' 


a | 


TYPE 3 
| + Widths-— 64 -68'-72'-80'-84'-88'-90'-96 -106-116 
Lengths—' of 2-0 


TYPE 3-M 
Widths — 96 -106-112-114'-120'-126-130-132-140" 
150-160-170'-188 


TYPE 3 cwrm Lanter) 
Widths—64'-65'-72'-80'-84 -88 -90'-96-106-116 
Lengths—Multiples of 2-0 


Lanterns, if desired 


aN On Types 1, 2 and 3 
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